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1959 saw some close corporation tax 


difficulties eased but new ones arise 


by JOHN P. MILLER 


The traditional looking backward and forward from the highspot of the year end is 


particularly wise in the close-corporation field at the end of 1959. We can now 


see the landmark cases of the old year forming a coherent pattern. Mr. Miller's 


thoughtful survey here both reassures the tax man on what during the year had 


seemed to be some insurmountable problems and also points out the dangers 


inherent in an extension of some new ideas in recent cases. 


- Sapaad Justice MarsHALL defined a 
corporation as an invisible, in- 
tangible being, existing only in con- 
templation of the law. In the case of 
the close corporation, the Internal Rev- 
enue Service often regards the close 
corporation as so invisible and intangi- 
ble as to have no existence in its con- 
templation. 1959 marked a continuation 
of the containment policy of the IRS. 
No doubt opportunities for tax ad- 
vantages, and temptations to abuse 
them, exist within the framework of the 
close corporation. Where a few people 
own the corporation they manage, there 
is a temptation to distort the concept of 
entity. The In- 
ternal Revenue Service too has many 
similar temptations to fight unfairly, 
plus, moreover, powerful statutory and 
administrative weapons. Since there is 
nothing in the nature of a corporation 
that requires separation of ownership 
and management and since there are 
many compelling business reasons for a 
business to adopt the corporate form, 
the tax law should treat a close corpora- 
tion as it treats other corporations, at 
least so long as it actually functions as 
a distinct corporate entity. The im- 
portant decisions and rulings of the 
waning year 1959 reflect the constant 
attempt of tax administrators to de- 
velop a special set of ground rules for 
the close corporation and its owners. 


the separate formal 


The fact that legal rights and inter- 
ests are substantially changed when the 
closely held corporation redeems its 
stock has prompted the Internal Rev- 
enue Service to attempt to impose a 
tax on somebody at that time. In 1958 
in the Holsey1 case, the Third Circuit 
held that the remaining stockholders re- 
ceived no income by the mere fact that 
the corporation purchases the stock of 
another stockholder even if the effect 
is to increase the rights to control and 
earnings of the remaining stockholders. 
Earlier, in the Zipp case,? it was held 
that the remaining stockholders did re- 
ceive income if they were bound to pur- 
chase the stock, so that the corporation, 
in effect, discharged their obligation. 
Needless to say, the owners of close 
corporations and their tax advisors were 
vitally interested in these two decisions 
and their possible extension. In Rev. 
Rul. 58-614 (1958-2 CB 920) the Internal 
Revenue Service made a grudging at- 
tempt to clarify its position on the issue, 
but did little to set practitioners’ minds 
at ease when it stated that Holsey 
would be followed in cases involving 
similar facts and circumstances. To the 
easily discouraged, this similarity-of-fact 
requirement meant that the taxpayer's 
name would probably have to be Hol- 
sey. To the more optimistic tax man, it 
meant that there was no danger of ad- 
verse tax consequences as long as the 


remaining stockholders were never obli- 
gated to purchase the stock. 

Developments during 1959, both ju- 
dicial and administrative, have fortun- 
ately eased somewhat the uncertainty of 
the situation. Late in 1958 the Ninth 
Circuit in Niderkrome,’ stated that Hol- 
sey was a correct decision and pointed 
out that Zipp had been severely criti- 
cized. Although this was only dicta, it 
was also encouragement. In Rev. Rul. 
59-286 (IRB 1959-36, 9) two brothers 
each owned 50 per cent of the stock of 
a corporation, subject to an agreement 
providing that upon the death of either 
of them the survivor would purchase 
the stock of the decedent or vote the 
stock for liquidation of the corporation. 
On the death of one of the brothers, 
the corporation redeemed all of the 
shares held by his estate at fair market 
value for valid business reasons. The 
ruling pointed out that Holsey was dis- 
tinguishable; here there was a binding 
obligation on the part of the other 
stockholder. The ruling recognized that 
there is no increased advantage, and 
hence no income to the surviving stock- 
holder, if one stockholder’s shares are 
purchased by the corporation at fair 
market value. In this case, the remain- 
ing shareholder, in effect, owned all of a 
corporation which was worth only half 
of what it was worth prior to the re- 
demption. However, the Service ten- 
aciously adhered to Zipp by stating that 
if, in reality, the stock was purchased 
by the remaining shareholder and paid 
for by the corporation, the payment by 
the corporation would be considered a 
constructive dividend to the remaining 
shareholder. In light of the facts, it 
seems that if the statement has any 
validity at all, it could apply only where 
the corporation purchased at less than 
fair market value. 


Later cases 


Decker* presented facts dangerously 
close to the Zipp case. Here five share- 
holders entered into an agreement that 
the stock of a deceased stockholder 
would be purchased by the survivors. 
Upon the death of one shareholder the 
agreement was carried out and the stock 
so purchased was in turn repurchased 
by the corporation. Upon death of a 
second shareholder the corporation lent 
money to the shareholders to buy the 
stock and then purchased it from them. 
In both cases the corporation paid the 
identical price paid by the survivor- 
purchasers, namely, book value. At the 
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time of the redemptions the corpora- 
tion had surplus and undivided profits 
available for distribution. The Tax 
Court held that there was no distribu- 
tion essentially equivalent to a divi- 
dend because: (1) there was no purpose 
of tax avoidance, (2) a business pur- 
pose was achieved in gaining treasury 
stock and later selling it to key em- 
ployees, (3) the proportionate owner- 
ship of the survivors remained constant, 
and (4) there was no monetary gain to 
the survivors upon the double sale. The 
cynical tax man might find it strangely 
difficult to reconcile the contrary result 
in the earlier Tax Court case of Low- 
enthal,5 where a dividend was readily 
sustained as to shareholders from whom 
the corporation had redeemed stock 
which they had previously purchased 
from another stockholder with funds 
borrowed from their corporation. 

The court was able in the Decker 
case to reach its pleasant result by in- 
terpreting the entire group of trans- 
actions as but the separate steps in a 
single transaction having the net effect 
of a corporation purchase. A close an- 
alysis of the opinion would lead the 
reader to the inspired inference that the 
Tax Court has relegated the Zipp case 
to the status of a historical curiosity. 


Other problems 


However, in Schalk Chemical Com- 
pany,® the Tax Court found itself con- 
fronted with facts substantially identical 
to those of Zipp: the corporation pur- 
chased the stock which the remaining 
stockholders were contractually bound 
to purchase. The court inferentially dis- 
tinguished Holsey, made no mention of 
Decker, and found income to the re- 
maining stockholders, basing its decision 
on Zipp. 

1959 has not heard Rest in Peace 
said over Zipp, but the strength of the 
doctrine has been sapped. This, and the 
clarification of its relation to Holsey, 
suggest possible methods of avoiding the 
Zipp difficulties in a well-planned stock 
purchase agreement. 

But avoiding the Zipp doctrine and 
its attempted imposition of income tax 
on the remaining stockholders is not 
the end of the tax problems encoun- 
tered when a corporation redeems stock. 
In Johnson, Carvell & Murphy,’ the 


corporation exercised an option to ac- 
quire the stock of retiring or deceased 
stockholder-employees. Part of the pay- 
ment for the stock repurchased was 
made with 


substantially appreciated 





stock. in*a non-affiliated corporation. 
Here the Commissioner sought to im- 
pose a tax on the corporation for gain 
realized on the sale of corporate assets. 
The court held that there was a partial 
liquidation and no gain was recognized. 


Redemption and sale back 


In General Geophysical Company,8 
the corporation acquired stock from the 
estate of its largest stockholder and his 
widow by transferring substantially all 
of the corporate assets to them. On the 
same day that the widow and the estate 
acquired the assets, they proposed to 
sell the same assets back to the corpora- 
tion at the same value at which they 
had been received, which exceeded their 
basis to the corporation. The corpora- 
tion accepted the proposal and gave 
its 5 per cent notes in payment, se- 
cured by a deed of trust. Earlier the 
widow and the estate had refused to 
sell the stock for notes of the corpo- 
ration because under local law, corpo- 
rate notes given to repurchase stock 
would have been subordinated to the 
claims of all other creditors. When the 
corporation reacquired its assets it 
sought to depreciate them on a stepped- 
up basis, the price at which they had 
been repurchased. The court was able 
to find that the transaction was not 
originated by the corporation, that the 
conveyance to the withdrawing stock- 
holders was absolute and that there was 
no agreement that any assets would be 
returned to the corporation. In refusing 
to accept corporate notes for stock, the 
withdrawing stockholders were actuated 
by a genuine business purpose. Here 
two separate transactions were found. 
Since the sale was held to be a valid 
transaction, the corporation was allowed 
the stepped-up basis and hence the in- 
creased depreciation. 

There are many advantages in a 
transaction of this type. The widow 
realized capital gain on the sale of the 
stock. Since the stock surrendered by the 
estate was received from a decedent, it 
had a stepped-up basis. Since the sale 
of the assets back to the corporation was 
at a price equal to their basis, the for- 
mer stockholders realized no gain on 
the sale. Finally, Section 1239 was not 
applicable in any event because none 
of the withdrawing stockholders was in 
80 per cent control of the corporation. 
This case suggests a method for a corpo- 
ration to procure sufficient assets to pur- 
chase the stock of a deceased stock- 
holder. The many tax advantages are 
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[Mr. Miller is a Milwaukee tax at- 
torney, associated with the firm of 
Whyte, Hirschboeck, Minahan, Hard- 
ing & Harlan. He is a member of the 
Taxation Committee of the Wisconsin 
Bar Association.]} 





evident, if the requisite business pur- 
pose can be demonstrated, but some 
caution is indicated for the Commis- 
sioner may fight any widespread use of 
this redemption-and-sale-back technique. 


Casale-Prunier revisited 


Another widely used solution to the 
problem of providing a corporation 
with funds to purchase the stock of a 
deceased stockholder is to have the 
corporation purchase insurance on the 
stockholder’s life. In T7R 115 and in 
Rev. Rul. 59-179 (IRB 1959-11, 8) the 
Commissioner finally agreed with the 
courts that the premiums paid by the 
corporation on such insurance are not 
income to the shareholder, even if he 
has the right to designate the bene- 
ficiaries to receive the proceeds upon 
transfer of the stock to the corporation 
after his death. In Rev. Rul. 59-184 
(IRB 1954-21, 8) the Commissioner took 
the next logical step and held that the 
same rule applies where the policies are 
held by a trustee who is the beneficiary 
(revocable by the corporation) of the 
policies. It now seems clear that as long 
as the stockholder’s stock must be trans- 
ferred before his beneficiary can obtain 
the insurance proceeds, the stockholder 
realizes no income when the corpora- 
tion makes premium payments. Tax 
men will hope that this ruling is the 
end of Casale® and the Commissioner’s 
abortive effort to tax the insured stock- 
holder on the premiums paid by the 
corporation. 


Termination payments 


In Metropolitan Company’ the Com- 
missioner unsuccessfully contended that 
when a stockholder-employee terminates 
both his employment and stock owner- 
ship in a company, the entire proceeds | 
received by him are in payment for his 
stock. In this case it appeared that dis- 
sention had existed for some time be- 


1 Holsey, 258 F.2d 865, CA-3, 1958. 

2 Zipp, 259 F.2d 119, CA-6, 1958. 

3 266 F.2d 238, CA-9, ot 

432 TC No. 32 (May 12, 

& e, on 678 (1947), re. ie F.2d 694, CA-7, 
19: 

Ae TC No. 76 (July 9, 1959). 

7173 F. Supp. 214, DC Calif., 1959 (Government 
will not im 79. 

§ DC Tex., 8/5/19 

® Casale, 26 TC 1020 (1956), reversed, 247 F.2d 
440, CA-2, 1957. 

lo Metropoltan Company, DC Ohio, 6/24/1959. 
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tween the retiring employee and other 
officers. The corporation contracted to 
pay the retiring stockholder $30,000 a 
year for six years in consideration of 
which an employment agreement re- 
quiring payment of $75,000 a year for 
two years was cancelled, a covenant not 
to compete was made, and the employee 
was required to render some undefined 
consultation services. The court allowed 
the two-year payment as an ordinary 
and necessary business expense, finding 
that the employment termination con- 
tract was separate and distinct from the 
purchase of the stock. The cancellation 
of the employment contract and the 
covenant not to compete were reason- 
able and adequate consideration. Of 
course, each case like this must depend 
upon its own facts and it is obvious that 
no payment can be made to a deceased 
employee for terminating his employ- 
ment contract. However, if a_ stock- 
holder-employee wishes to terminate his 
relations with the corporation during 
his life, he can receive a substantial sum 
for terminating an employment contract 
if a valid employment contract does 
exist. The obvious advantage of this 
arrangement is that the corporation is 
allowed a deduction for the payment 
made to the retiring employee. By the 
same token the retiring stockholder may 
forego the delightful favor of capital 
gain treatment on the payments. 
However, the manner and technique 
of the arrangement is important. In 
Schalk Company!1 the re- 
maining stockholders themselves made 
the payment to the withdrawing stock- 
holder-employee and were reimbursed 
by the corporation. While the court did 
not seem especially impressed by the 
that the payment was for 
termination of the employment con- 


Chemical 


argument 


tract, it stated that in any event the 
stockholders personally received bene- 
fit from the increased 
efficiency in corporate management and 
that the corporation was under no legal 
duty to them. Therefore, 
while the court conceded that the corpo- 
ration probably 


payment by 


reimburse 


could have deducted 
the payment if it had made it direct, 
it could not deduct the payment re- 
imbursing the stockholders. 


Transfer with mortgage assumed 

In Joseph B. Simon'? the taxpayer 
contributed a building to a controlled 
corporation as capital. The corporation 
in turn contributed the building to its 
subsidiary. Prior to these transfers the 
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taxpayer had mortgaged the building 
and received mortgage proceeds in ex- 
cess of his basis. However, the corpora- 
tion had actually received a capital con- 
tribution since the liability to which the 
property was subject when the corpo- 
ration received it, was less than its fair 
market value. The Tax Court admitted 
that ordinarily no gain is realized by a 
mortgagor. However, under these facts 
the court felt that the effect of the trans- 
action was the sale by the taxpayer of 
his building to the corporation. This 
decision implies that a stockholder must 
be cautious in transferring mortgaged 
property to his corporation, even aside 
from the grave dangers inherent in Sec- 
tion 357.18 


Dealing with corporation 

It is often advantageous taxwise for 
a stockholder to lease real property to 
his corporation. The Commissioner, 
realizing that corporate earnings may be 
channelled to the stockholder in the 
guise of rental payments for which a 
corporate deduction is allowed, 
fully scrutinizes this type of transaction. 
If the rent is found to be excessive (that 
is, in excess of what parties in an arms- 
length transaction would have agreed 
to) a portion of the deduction may be 
disallowed. Such action does not affect 
the income status of the payments in 
the hands of the lessor-stockholder. In 
Simon14 the contained a clause 
that the stockholder-lessor was bound to 
repay to the corporation-lessee any 
rental disallowed as a tax deduction to 
the lessee. Under such a provision, the 
lessee would not be taxed on the refund 
payments, and the lessor would be al- 
lowed a deduction on payments which 
he was required to return. The court 
allowed the lessor to deduct the refund 
in the year in which it was paid. Of 
course, the obvious disadvantage of such 
a provision in a lease between related 
parties is that it immediately flags the 
transaction as one which is aimed at 
obtaining no less than the maximum tax 
advantages. There is probably no surer 
way of inviting the Commissioner to 
scrutinize the transaction. If the Com- 
missioner is successful in disallowing the 
rental payment the lessee is subject to 
no additional income tax liability, but 
it is still left with the problem of 
channelling the corporate earnings to 
the lessor-stockholder. 

Dellinger!® was another case dealing 
with an attempt of a corporation to 
channel corporate profits to stockholders 


care- 


lease 


at minimum tax expense. Here the cor- 
poration was engaged in selling lots. It 
also had the practice of selling lots to its 
stockholders substantially below the 
market price and even below its cost. 
Sales were not made in proportion to 
stockholdings, but they were made pur- 
suant to a plan which allowed all 
stockholders to purchase whenever one 
did. The Tax Court held that these 
bargain purchases were in effect a divi- 
dend. It has long been the law that no 
formal declaration of a dividend is re- 
quired, and that dividends do not neces- 
sarily have to be in proportion to stock- 
holdings. Here there had been no stock- 
holder’s complaint of inequality in 
treatment. The court points out that 
the record does not show any business 
purpose and that the lots were readily 
saleable to the public. Again this deci- 
sion cautions that a stockholder must be 
extremely careful in his dealings with a 
controlled corporation. 

One of the most obvious methods of 
transferring corporation earnings to a 
stockholder is by employing that stock- 
holder and by paying him a salary. 
However, there is no reason why a bona 
fide employee cannot hold stock in a 
company; likewise there is no reason 
why a corporation cannot treat a stock- 
holder-employee the same as other em- 
ployees. The tax law seeks to distinguish 
between a corporation as a separate en- 
tity employing one of its owners, and 
that owner dealing with the corporation 
in such a way that he receives corporate 
assets without performing equivalent 
services. 


Payments to widows 


Often in a close corporation the 
widow of a deceased employee owns 
stock in the company or else has close 
friends and relatives who control the 
company. The relatives, with or with- 
out an understanding with the deceased 
stockholder, would often be willing to 
have the corporation make payments to 
the widow, especially if the corporation 
could receive a tax deduction for the 
payments. 1959 saw the first case dealing 
with widow’s payments under the ’54 
Code.16 The government has appealed 
the District Court’s holding in this sig- 
nificant decision that the payment was 
not income to the widow. 


Non-qualified plans 


In theory a qualified pension or profit 
sharing plan must be for the benefit of 
all employees and not be biased in favor 
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of supervisory help or employee-stock- 
holders. Therefore, a corporation may 
want to establish a non-qual’ied plan 
for its officers and stockholders. The 
Russell Manufacturing Company? held 
that the employer may deduct actual 
payments made by a non-qualified profit 
sharing trust. The Regulations were to 
the contrary and the IRS has said it 
will not follow the case (TIR-182) be- 
cause it has been well established that 
the corporation could not deduct pay- 
ments made to a non-qualified plan, at 
least where the employees rights were 
forfeitable.18 Drysdale,!® although deal- 
ing with an employee who was not a 
stockholder, indicated that there may be 
little advantage for a stockholder-em- 
ployee to have payments made to a trust 
for his benefit. The court held that he 
was taxable when the payments were 
made to a trustee who was to hold them 
until he retired or until he was 65, 
whichever event occurred first. The 
court based its decision on the construc- 
tive receipt doctrine and felt that it was 
important that the corporate employer 
was willing and able to make the pay- 
ments direct to the employee, but that 
it was the employee who wished them to 
be made to the trust. The agreement 
was made before the services were ren- 
dered and at the time that the employ- 
ment contract was consummated. 


Constructive receipt in action 


The Drysdale decision could cause 
concern to a stockholder-employee who 
wishes to defer receipt of income 
through the non-qualified trust device, 
especially when it is considered in the 
light of Kruse.2° In this case it was held 
that when rental payments were ac- 
crued on the books of the corporation 
they were constructively received by the 
lessor who was in control of the corpo- 
ration since he had it within his power 
to have the payments made to him. In 
another case?! the court seems to have 
made another extension of the construc- 
tive receipt doctrine by holding that 
income was received by a cash basis 
taxpayer when, for tax reasons, he made 
an agreement for royalty payments to 
be spread out over an extended period 
where it appeared that the payor was 
willing to pay them immediately. 

These three Tax Court decisions in- 
dicate that the corporate owners must 
be extremely cautious and keenly sensi- 
tive to the constructive receipt doctrine 
in developing any plan to defer receipt 
of income. The court does not go so far 


as to completely disregard the corporate 
entity and tax the stockholder directly, 
but it places in jeopardy any scheme by 
a stockholder to arrange for .a deduc- 
tion by the corporation and for post- 
ponement of the receipt of the income 
to the stockholders. Ever: if no deduc- 
tion is sought by the corporation, the 
stockholder may be taxable under any 
scheme by which he tries to arrange for 
part of the corporate property to be set 
aside for his benefit whether present 
or future. 


Bonus for stockholder-employee 


In Superior Pattern and Manufactur- 
ing Company,22 the Tax Court over- 
ruled the Commissioner when he con- 
tended that any bonus to stockholder- 
officers could be no incentive to a per- 
son who owned all the stock of the 
corporation. It held that the total com- 
pensation was reasonable in light of the 
service rendered and therefor was de- 
ductible. Any other decision would in 
effect hold that a person who owns 
stock in a corporation can deal with it 
in no capacity other than as a stock- 
holder. 

Neverthless, the Tax Court did exper- 
ience difficulty in recognizing that a 
stockholder could act in the capacity of 
an employee. In Adams Tooling, Inc., 
(33 TC No. 9) the court held that the 
reasonableness of compensation would 
be determined at the time it was paid 
and not at the time the employment 
contract was entered into. This is di- 
rectly contrary to an established line of 
cases and is in fact contrary to the Com- 
missioner’s own Regulations under both 
the 1939 and 1954 Codes which state 
that the “circumstances to be taken into 
consideration are those existing at the 
date when the contract for service was 
made. . . .” The Tax Court disposed 
of the Regulation stating that it could 
not apply to a close corporation. Its 
dubious venom was that the word 
“contract” in the Regulations implies an 
arm’s-length transaction and this is im- 
possible for a controlled corporation 
and its stockholder-employee. Apparent- 
ly now the Tax Court is imposing 
duty on the stockholder-employee to 
modify or abbrogate any binding con- 
tract whenever such action would better 
suit the needs or wishes of the Commis- 
sioner. 


Collapsible corporation weapon 


In his battle with close corporations 
and their owners, the Commissioner has 





Corporate organization and distributions * 325 


put increased reliance on his heavy 
artillery, the collapsible corporation 
rules. However, he has not always been 
successful. In Kelly,28 the Tax Court 
held that a corporation would not be a 
collapsible corporation if it had realized 
4 of its potential gain. The construc- 
tion of Section 341 by the majority of 
the court may blunt the power of this 
statute. Taxpayers and their tax ad- 
visors would be uniformly delighted if 
the potential gain in a corporation 
could be received 14 at ordinary income 
tax rates to the corporation and % at 
capital gain rates to the stockholders. 
This decision is being appealed by the 
government to the Fifth Circuit. Before 
1959 can be considered as having found 
the shield against Section 341, the final 
fate of the Kelly case will have to be 
determined. 

The Commissioner successfully 
wielded his collapsible corporation wea- 
pon in Erwin Gerber.24 The taxpayer 
failed in his burden of proof when he 
tried to show that over 30% of the gain 
was attributable to land appreciation, 
which would have qualified him for the 
exception contained in 341(d)(2). It ap- 
pears that this limitation on Section 341 
may be of little practical value since it 
is extremely difficult, as the Gerber case 
demonstrates, for a taxpayer to account 
for all the various elements responsible 
for the potential gain in a corporation. 


Section 531 

The owners of a close corporation 
have tax problems when they try to take 
earnings out of the corporation; similar- 
ly they have problems if they try to 
leave the earnings in. Section 531 im- 
poses an accumulated earnings tax. The 
Tax Court has held that the tax could 
be imposed if either one of two condi- 
tions existed: (1) an accumulation of 
earnings to prevent imposition of the 


11 32 TC No. 76 (1959). 

12 32 TC No. 81 (1959). 

18 See discussion of Section 357 problems at 11 
JTAX 275 (Nov. 1959). 

14172 F. Supp. 953, DC Mich., 1959 (Government 
appeal to 6th Circuit). 

15 32 TC No. 111, 1959. 

16 Reed, et al., DC Ky., 1/16/1959. See detailed dis- 
cussion of this case at 11 JTAX 229, Oct. 1959. 
The court apparently rejected the dicta in Rodner, 
149 F. Supp. 233, DC N.Y., 1957, that under the 
1954 Code all payments to widows are governed 
by Section 101(b) which places the $5,000 limit 
on the allowable exclusion. 

17 Russell Manufacturing Company, Ct. Cl., 7/15/ 
1959 (Cert. not aut.). 

18 ame Heat Treating Co., 267 F.2d 853, CA-7, 
19 


19 2. TC No. 37 (1959) (Taxpayer on appeal to 
6th Circuit.) 

20 Kruse Grain & Milling, TCM 1959-110. (Tax- 
payer on appeal to the 9th Circuit.) 

21 Cowden, 32 TC No. 73 (1959). 

22 TCM 1959-70. 

2332 TC No. 11 (1959). See detailed discussion of 
this case at 11 JTAX 10, July 1959. 


32 TC No. 115 (1959) 
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surtax on shareholders, or (2) an ac- 
cumulation which is unreasonable in 
terms of business needs. (Young Motor 
Company, Inc.).25 The decision seems 
opposed to the holding in the Casey 
case.26 


Multiple corporations 


Since corporate earnings above $25,- 
000 are taxed at a rate 22% higher than 
the tax on the first $25,000, it is a long- 
established practice to have many corpo- 
rations formed to carry on a business, 
to obtain for each one the $25,000 sur- 
tax exemption. Prior to 1959, it was 
thought Sections 269 and 1551  pro- 
hibited only split-ups to form many 
corporations but did not prohibit the 
original formation of multiple corpora- 
tions. But James Realty2? held that the 
multiple corporation inhibitions ap- 
plied to the original formation as well 
as the subsequent acquisition of the 
corporation. If this decision stands, it 
seems the Commissioner has armed him- 
self with a new weapon against the close 
corporation. 


Legislation 


PL 83-376 (HR47) was some help to 
the closely held corporation operating 
a small business, especially if the stock- 


December 1959 


holders live in a community property 
state. For purposes of determining the 
number of shareholders for a Subchap- 
ter S election, a husband and wife joint- 
ly owning stock can now be treated as 
one shareholder. 

This same law also excludes com- 
panies organized under the Small Busi- 
ness Investment Act of 1958 from per- 
sonal holding company tax for taxable 
years starting after December 12, 1958. 
However, this will be of little help to 
the owners of close corporations since 
it does not apply if any shareholder of 
the small business investment company 
owns, directly or indirectly (including 
in the case of individuals, ownership by 
members of his family as defined in Sec- 
tion 544(a)(4)) a 5% or more proprie- 
tory interest in a small business concern 
receiving funds from the investment 
company, or 5% or more of the out- 
standing stock of such concern. 

As 1959 becomes history, the problems 
of the close corporation continue to 
plague tax men. 1959 may have pre- 
sented no permanent solutions to all of 
the multifareous problems, but it cer- 
tainly supplied intriguing trends. wr 
% 32 TC No. 131 (1959). This oe will be dis- 
cussed in forthcoming issues of JTAX. 


28 267 F.2d 26, CA-2, 1959. 
27 DC Minn., 9/1/1959. 


First case denies surtax exemption to 


horizontally-affiliated new corporation 


oe THE Tax Court docket con- 
tains literally hundreds of cases in 
which the IRS is attacking brother-sister 
corporations engaged in various phases 
of real estate development, the long- 
awaited first decision on whether such 
chains are entitled to $25,000 surtax 
exemption for each member came from 
a district court. In James Realty Com- 
pany, the District Court for the Fourth 
Division, Minnesota, denied on Septem- 
ber 1, 1959, an exemption to one of 
nine development corporations, which 
were owned, together with a construc- 
tion corporation and a sales corpora- 
tion, by one individual, Adolph Fine. 
He had created a construction company 
in 1944, and, in 1949, a company to 
sell the homes the first corporation built. 
Between 1950 and 1954 he formed nine 
development companies, of which the 
taxpayer was one, to buy and hold land 
and to contract with the construction 
company to build homes on it and the 


sales company to sell them. 

That the right of such horizontally- 
affiliated corporations to 
exemptions would be challenged was 
foreseen and the position of the Com- 
missioner was strengthened by the lan- 
guage of the courts in deciding cases in- 
volving loss carry ers under Section 129 
of the 1939 Code (Section 269 of the 
1954 Code). These practically identical 
Sections provide that, “If (1) any per- 
son or persons acquire . . . directly or 
indirectly, control of a corporation . . . 
and the principal purpose for which 
such acquisition was made is evasion or 
avoidance of Federal income or excess 
profits tax by securing the benefit of a 
deduction, credit, or other allowance 
which such person or corporation would 
not otherwise enjoy, then such deduc- 
tion, credit, or other allowance shall not 
be allowed . . .” The principal question 
raised in James Realty, whether the ex- 
emption could be denied to the corpo- 


new surtax 


ration which was acquired, is, like the 
question of loss carryover of an acquired 
corporation, governed by Section 269 
and therefore the loss cases are rele. 
vant to the exemption question. 

The Tax Court has long been of the 
opinion that the penalty can fall on 
the acquiring corporation only. The 
James Realty opinion lists them, rang- 
ing from the 1948 Alprosa dictum (11 
TC 240) to the most recent British 
Motor Car Distributors (31 TC 437, now 
on appeal to the Ninth Circuit). The 
James Realty opinion, however, accepts 
the reasoning of two Courts of Appeals 
decisions: Coastal Oil Storage (242 F.2d 
396, CA-4) and Mill Ridge Coal Co. 
(264 F.2d 713, CA-5). In the Coastal Oil 
Storage case, a parent corporation or- 
ganized a subsidiary by transferring oil 
storage tanks to the subsidiary in ex- 
change for its capital stock and a note. 
The business purpose motivating the 
transaction was allegedly to separate the 
storage business under government con- 
tract from ordinary business. The 
Fourth Circuit found that the major pur- 
pose was tax avoidance and that Section 
129(a)(1) could be employed to disallow 
the acquired subsidiary its normal sur- 
tax exemption and its minimum excess 
profits credit. The Coastal opinion 
dwelt only briefly on the acquiring- 
acquired problem. “While the exemp- 
tion is claimed by taxpayer, the sole 
benefit thereof would accrue to the 
parent corporation, the sole owner of 
its stock.” 

In Mill Ridge, too, the acquiring- 
acquired problem was not analyzed at 
length. The case was a strong one for 
the Government. The taxpayer was a 
coal mining company which had had 
substantial losses; all the stock was 
bought by new owners who put it into 
the business of selling and delivering 
oil. It sought to carry forward the coal 
losses against its oil profits and argued 
the Tax Court position that since it 
had acquired nothing it could not be 
denied its own losses. The government 
of course argued that this kind of tax- 
motivated resurrection of a defunct 
corporation is just the thing Section 129 
was intended to prevent. The court's 
decision approved this interpretation in 
general terms and also relied on the 
proposition that according to the Libson 
case (353 U.S. 382) the corporation as 
engaged in the new business was not 
“the taxpayer” given relief in the loss 
carryover provisions. Certiorari has been 
denied in Mill Ridge. 
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With the Mill Ridge case based on 
two theories and Coastal Oil having dis- 
missed the argument so quickly, it is 
likely that we are only at the beginning 
of the litigation on the question whether 
a corporation can be denied a loss carry- 
over, or exemption, or other benefit 
under Section 269, when it is not itself 
an acquiring company. 


James Realty opinion 


This precise question was the second 
argument raised in James Realty. The 
opinion first disposed of taxpayer's other 
argument: that creation of a new corpo- 
ration is not an acquisition of control 
of a corporation within the meaning of 
Section 129. This it rejected saying, “Al- 
though the legislative history and the 
case law under Section 129 indicate that 
it was aimed at the abuses of one corpo- 
ration acquiring going concerns which 
had certain tax exemptions . . ., there 
is no settled view that ‘acquisition 
of control’ cannot and should not in- 
clude the organization of a new corpo- 
ration such as was done here. The 
Regulations promulgated under the 1939 
Code provide that acquisition of con- 
trol of a corporation may be accom- 
plished by acquiring the stock of a 
newly organized corporation. Reg. 118, 
Sections 39, 129-1(d) and 39, 129-3(b)(2).” 

“The more important issue under Sec- 
tion 129” the court continued, “is 
whether this Section can be used to 
deny the acquired corporation its nor- 
mal surtax and excess profits credit or 
whether it is limited in its application 
to cases where the acquiring corpora- 
tion or person is denied a particular 
credit, deduction, or allowance it has 
obtained from the acquired corporation. 
Grammatically, this issue is presented in 
the interpretation of the words describ- 
ing the method of tax avoidance. These 
are ‘by securing the benefit of a de- 
duction, credit, or other allowance which 
such [acquiring] person or corporation 
would not otherwise enjoy.’ If the 
antecedent of ‘which’ is ‘deduction, 
credit or other allowance,’ then Section 
129 should be limited to disallowing 
deductions of the acquiring person. 
However, if the antecedent of ‘which’ 
is ‘benefit,’ then the Section can logically 
be applied to the deductions of the 
acquired corporation also, since the 
acquiring person will be benefitting 
from them . : .” 

“A line of Tax Court cases had estab- 
lished the former interpretation by 
enunciating the basic principle that 


Section 129 applies only to deductions 
of the acquiring person and not to 
those of the acquired corporation . . . 
However, recent Courts of Appeal cases, 
reflecting, I think, the better reason- 
ing, have held that deductions of the 
acquired corporation may also properly 
be disallowed. Mill Ridge Coal Co.... 
Coastal Oil Storage .. . 

“The acquisition of going concerns 
for the purpose of obtaining their par- 
ticular tax benefits was the major evil 
sought to be corrected by the enactment 
of Section 129(a) S. Rep. No. 627, 78th 
Cong., Ist Sess. 27 (1944). But it was not 
the only one. This Section was also 
aimed at correcting the abuse of 
splitting up a business enterprise for 
the purpose of obtaining extra surtax 
exemptions and excess profits credits. A 
1951 Senate report on proposed amend- 
ments to the corporate surtax exemp- 
tion provisions stated: ‘It is not in- 
tended, however, that the exemption of 
the first $25,000 of a corporation’s sur- 
tax net income from the surtax shall 
be abused by the splitting up, directly 
or indirectly, of a business enterprise 
into two or more corporations or the 
forming of two or more corporations 
to carry on an integrated business enter- 
prise. It is believed that Sections 45 and 
129 will prevent this form of tax avoid- 
ance.’ (S. Rep. No. 2375, 81st Cong. 2d 
Sess. 70.)” 


Underlying policy 

That Congress would like to limit the 
use of multiple corporations (at least in 
the case of corporate split-ups) is clear 
from the quotations from legislative 
history in the James Realty opinion. 
The crowded dockets on this issue and 
the conflicts among the courts show 
that it is at least doubtful that Congress 
has achieved its goal. Meantime, prac- 
titioners advising on corporate forms for 
organizations planning to be in business 
for a long time should not overlook the 
fact that there is considerable discus- 


1The Report of the American Law Institute 
Tax Project. entitled “Income Tax Problems of 
Corporations and Shareholders,’” a Report for 
1957-58 under the ALI Tax Project, is published 
in the November, 1958, issue of the Tax Law 
Review. The basic materials, of which the Re- 
port is a summary, are published by the Ameri- 
can Law Institute under the title “Income Tax 
Problems of Corporations and Shareholders— 
Report of Working Views of a Study by the 
American Law Institute Staff and American 
Bar Association Section of Taxation Liaison 
Committee” (1958). In addition to multiple cor- 
porations, the material covers such matters as 
corporate reorganizations, net operating loss 
carryovers, ration contractions and divi- 


corpo: 
sions, attribution of stock ownership, and the 
like. Copies are available at the office of the 
ALI, 133 South 36th Street, Philadelphia 4, 
Penna. This report was presented at the 1958 
meeting of the Institute. 
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sion and study of the proper goals for 
a multiple corporation policy. The Ways 
and Means Committee will hear pro- 
posals for a more rational and practical 
policy at its hearings on policy this 
month and further legislation is not un- 
likely. 

Among the bodies devoted to giving 
thorough, objective and penetrating 
study to the tax law and proposals for 
its improvement, one of the saost re- 
spected and influential is the American 
Law Institute Tax Project. It has been 
considering the multiple corporation 
problem from the point of view of for- 
mulating criteria for a proper legislative 
solution. The Reporter for the Project, 
Professor Stanley S. Surrey, summarized 
the research on the problem and the 
present “working views”! (Professor Sur- 
rey emphasizes that no final views have 
been reached by those working on the 
project). 

“There appears to be general agree- 
ment that tax benefits [especially the 
$25,000 surtax exemption and the $100,- 
000 accumulated earnings credit—Ed.] 
intended for small business should be 
protected against the distortion possible 
under multiple-corporation operations. 


Tax avoidance standard 

“The explicit statutory protection 
against multiple-corporation distortion 
has been based almost entirely on a tax 
avoidance standard. For example, Sec- 
tion 1551 disallows these benefits to a 
subsidiary created by the transfer of 
property from the parent unless it can 
be proved that the securing of these 
benefits for the subsidiary was not a 
major purpose of the transfer. Section 
269, relating to acquisitions of the con- 
trol of corporations, is regarded by Con- 
gress also as applicable in this situation, 
and the Section turns on whether the 
principal purpose of the acquisition is 
evasion or avoidance of tax through se- 
curing these benefits. 

“As to the nature of the protection, 
[against multiplée-corporation abuses— 
Ed.] the primary issue is whether a tax 
avoidance standard, apart from its in- 
herent uncertainties, is even a relevant 
criterion. Thus, in determining whether 
each corporate entity in a chain of 
parent and subsidiary corporations 
should be entitled to a $25,000 surtax 
exemption, is it at all a relevant ques- 
tion whether the purpose behind the use 
of these multiple corporate entities was 
a tax avoidance purpose intended to se- 
cure a number of surtax exemptions? 
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Suppose the affiliated group was estab- 
lished prior to the income tax law, or 
suppose the separate subsidiaries are re- 
quired by state legislation or are clearly 
necessitated by business reasons wholly 
apart from income taxation. Do these 
factors warrant a surtax exemption’s 
being accorded to each corporation in 
the chain, instead of one over-all exemp- 
tion’s being granted to the group? 


What is small business? 

“Obviously these questions go to the 
basic issue of what content should be 
given to the concept of ‘small business’ 
underlying the granting of the tax 
benefits involved. 

“In the context of a parent-subsidiary 
group, involving an integrated business 
operation under the dominant guidance 
of the parent, the choice of criterion 
between aggregate size on the one hand 
or the purpose behind the use of sep- 
arate entities on the other may seem not 
so hard, and probably most persons 
would favor using the first of these 
criteria. 

“More basic is the question as to 
whether several corporations owned by 
the same individual should be considered 
as small business where each independ- 
ently is actually small. While there may 
be a tax policy of favoring an indi- 
vidual operating a small incorporated 
business, does this policy extend to 
favoring the individual who desires di- 
versification through a number of sep- 
arate business activities? 


Integration a test? 


“In the relation- 
ship, it is proper to assume unitary man- 
credit 
sources and therefore appropriate to 


parent-subsidiary 


agement, business policy and 
treat the earnings of the subsidiaries and 
parent in the aggregate. In effect, an in- 
tegrated operation is presumed. But can 
this integration of operations be pre- 
brother-sister 
groups? Is it appropriate to aggregate 


sumed in all corporate 
these corporations in the absence of 
integrated operations? Or should the 
limitation on exemptions and credits be 
confined to those corporations which 
are more like branches of one enterprise 
than small independent operations, de- 
spite the common ownership? If inte- 
grated operations are an important fac- 
tor, can an appropriate statutory de- 
finition of integration be formulated? 
“Assuming limitations on surtax ex- 
emptions and credits are to be applied 
to brother-sister corporations under com- 
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mon shareholder control, a problem 
then arises in defining that control. It 
is simple enough if the same individual 
owns each corporation. But suppose 
A owns one corporation and A’s wife 
or child the other corporation. Suppose 
A, B and C each own of Corporations 
X, Y and Z. Suppose the proportions 
of stock owned by A, B and C are 
not in reciprocal ratios but vary. 


ALI working views 


“The ALI 1954 Draft contained a pro- 
vision which treated corporations in a 
parent-subsidiary relationship as a unit 
by limiting them to one exemption and 
credit. It did not limit exemptions or 
credits in the brother-sister group. 

“The research to date has led to these 
working views: 

“]. The surtax exemption and ac- 
cumulated earnings credit of multiple 
corporations should be limited in ac- 
cordance with the realities of the situa- 
tion and in the light of the purposes 
sought to be served by the benefits in- 
volved in the exemption and credit. 
Special limitations based on tax avoid- 
ance or business purpose criteria are not 
appropriate. However, Section 269 may 
remain generally applicable to this area 
as well as others which it covers. 

“2. A parent-subsidiary affiliated group 
should be treated as a unit for this pur- 
pose, and the group entitled only to a 
single exemption and credit. The stock 
ownership requirements respecting the 
consolidated return privilege, 80% at 
present, should apply. 

“3. A brother-sister group should also 


be treated as a unit for this purpose, 
if there is common shareholder owner- 
ship and if the business activities of the 
corporations are integrated. 

“a. As respects the stock ownership 
requirement, it would be satisfied if at 
least 80% of the common stock of each 
corporation is owned by not more than 
five individuals in substantially the same 
proportion, taking into account re- 
ciprocal stock ownership arrangements 
and rules of stock attribution. 

“b. As respects the integration of busi- 
ness activities requirement, regard 
should be paid to whether the corpora- 
tions utilize common management, 
sources, of supply, facilities, etc.; to 
whether there are substantial intercorpo- 
rate dealings, such as mutual financing 
or credit arrangements; to whether the 
activities represent substantially a uni- 
tary trade or business; and like factors. 

“4. It would be appropriate to elimin- 
ate the 2%, additional tax applicable to 
consolidated returns, and also the inter- 
corporate dividends tax in the case of 
an affliated group whether or not it 
files a consolidated return. Consistent 
with revenue requirements, the inter- 
corporate dividends tax could be elim- 
inated generally. 

“5. If a brother-sister group is treated 
as a unit for exemption and credit pur- 
poses, it does not follow that the group 
should be given the privilege of filing a 
consolidated return. The consolidated 
return rules are complex and it may be 
undesirable to extend this mechanism 
to such a group. This aspect would 


A, 


therefore need further study.” ” 


New corporate decisions this month 


Loss of inactive subsidiary carried over 
to consolidated return. A wholly-owned 
subsidiary reported net operating losses 
for 1948 and 1949 on consolidated re- 
turns. In 1949, the subsidiary sold its 
assets and ceased to conduct its business 
but did not formally dissolve until mid- 
1952. The subsidiary’s losses for 1948 
and 1949 in the 
solidated net operating loss deduction 
of the group for 1950, 1951 and 1952. 
The Tax Court allows the deduction. 


were included con- 


The court finds that, under the Regu- 
lations, the subsidiary was required to 
file as part of the group during 1950- 
1952 since it had not yet been dissolved. 
The court rejects the Commissioner’s 
contention that the subsidiary was de 





facto dissolved in 1949 and was there- 
fore not a member of the affiliated 
group in 1950-1952. The court is in- 
fluenced by the fact that the subsidiary 
retained assets, bank 
etc. after 1949 and was winding up its 
affairs during 1950 and 1951. The fact 
that there was no tax avoidance motive 
here is also significant. Weidenhoff, 32 
TC No. 120. 


certain accounts 


Consolidated EPT credit limit by Regu- 
lation. found inapplicable. The consoli- 
dated return Regulations provide for 
limitation of the EPT credit of a con- 
solidated group formed after March 14, 
1941 so that, in general, the credit of a 
new member cannot exceed the income 





“4 





-— & FX eo se St = lcs; lUrOlUCUrhhCmhlmlUCUA 


a-_ a 








u- 
Li- 





of the new member. The Commissioner 
applied this limitation in this case but 
gave no reason for so doing; nor did 
he at anytime explain to the Tax Court 
the purpose of the limitation or why it 
is applicable here. The court holds that 
the Commissioner might well have the 
power to impose such Regulations under 
the wide power given to require a clear 
reflection of liability and avoid evasion. 
However the court finds that the Com- 
missioner has not shown the Regulations 
are applicable here. The Commissioner 
has attempted to deprive taxpayers of a 
credit allowed by law without showing 
the necessity for it. Weidenhoff, 32 TC 
No. 120. 


Gain from increased land value makes 
corporation collapsible. Taxpayers sold 
at a substantial gain their stock in three 
corporations which had _ constructed 
FHA-financed apartment houses. Tax- 
payers contended that at least 30% of 
the gain was attributable to increased 
land value. Therefore, argued taxpay- 
ers, more than 70% of the gain could 
not be attributed to constructed prop- 
erty and the corporations could not be 
collapsible. The court holds they are. 
Though it disapproves of taxpayers’ 
land appraisal methods, the court says 
the result would be the same if the ap- 
praisals were acceptable. Citing its recent 
decision in Mintz, (32 TC 61) the court 
rules that in determining whether 70% 
of the gain is attributable to constructed 
property, any increase in land value re- 
sulting from the building project must 
be so attributed. Here, a substantial por- 
tion of the increase in land value re- 
sulted from the building project; less 
than 30% of the gain can be attributed 
to items other than construction and 
the corporations are therefore collaps- 
ible and the gain is ordinary income. 
Gerber, 32 TC No. 115. 


Sales promotion contract causes PHC 
tax. Taxpayer-corporation’s stock was 
owned by two individuals who were 
thoroughly experienced in the awning 
field. Taxpayer entered into an agree- 
ment with an awning manufacturer by 
which taxpayer was to sell, promote, 
merchandise and service the manufac- 
turer’s product. Relying on its recent de- 
cision in Allen Machinery Corp. (31 TC 
441) the Tax Court finds that taxpayer 
is a personal holding company. The 
court is influenced by the fact that the 
contract required the shareholders to 
personally supervise the services and 





that they in fact performed all the serv- 
ices. Also significant was the fact that 
the contract could not be assigned to 
outsiders and that the manufacturer 
could terminate the contract if the stock- 
holders severed their ties with taxpayer. 
The court also finds that the personal 
holding company provisions of the Code 
apply even though the services are per- 
formed by more than one individual. 
Able Metal Products, Inc., 32 TC No. 
107. 


Redemption of stock held to be a divi- 
dend. Taxpayer, acting through Walter 
S. Mack, its president, purchased 900 
of 1,000 outstanding shares of Nedicks, 
Inc., for $3,600,000. It paid $200,000 
down and the balance was payable with- 
in six months. To help finance this 
transaction, taxpayer borrowed $1,000,- 
000 from a bank. Subsequently, taxpayer 
surrendered 260 shares to Nedicks, Inc. 
for about $1,000,000 and used the money 
to pay off its bank loan. The Tax Court. 
following Wall (164 F.2d 462) decides 
the redemption is a dividend. The court 
rejects taxpayer’s argument that the 
transaction, in substance, was a purchase 
by taxpayer of 640 shares and a redemp- 
tion from the former. shareholders of 
260 shares. The court rules that tax- 
payer is bound by the form of the trans- 
action it adopted wherein Nedicks, Inc., 
did not deal with the former stock- 
holders. [Taxpayer, it will be noted, is 
a corporation and in most cases corpo- 
rate stockholders argue for dividend 
treatment since the 85% credit usually 
makes the tax on a dividend less than 
the capital gain tax on a redemption. 
Here, however, the result of the decision 
is that the dividend income before credit 
absorbs an operating loss which would 
otherwise be allowable as a carryback. 
—Ed.| Television Industries, Inc., 32 
TC No. 126. 


Redemption distribution and _ repur- 
chase were separate transactions. In re- 
demption of the stock of an estate, and 
pursuant to a plan drawn up by the 
executor, taxpayer distributed cash and 
a piece of realty it owned. On the same 
day, it repurchased the realty, giving 
notes in exchange. The reason the ex- 
ecutor required the transaction to take 
this form was that if the estate had 
taken notes directly in redemption of 
its stock it would be in an inferior posi- 
tion to other creditors of the corpora- 
tion. The court finds the two trans- 
actions were in fact separate for tax 





Corporate organization and distributions + 329 


purposes. Thus, taxpayer has a basis for 
the realty equal to the repurchase price. 
General Geophysical Co., DC Tex., 8/ 
5/59. 


Directors’ fees were reasonable compen- 
sation. Taxpayer-bank paid $5,000 a 
year fees to each of its five directors. 
The revenue agent allowed only half. 
On instructions as to the factors that 
determine reasonable compensation, the 
jury finds that the full amount was rea- 
sonable. [Apparently the directors were 
all stockholders.—Ed.] Bank of New 
Smyrna, DC Fla., 7/14/59. 


Officers’ compensation of $30,000 reason- 
able. An annual salary plus bonus total- 
ling $30,000 paid to the president and 
sole stockholder of a company in the 
business of writing fire and casualty in- 
surance is deemed to be reasonable. The 
president was personally responsible for 
earning 90% of the corporate com- 
missions, and if he had brokered the in- 
surance he secured, he would. have 
earned more than the amount that was 
paid to him by way of salary from the 
corporation, Hamilton & Co., Inc., 
TCM 1959-153. 


Payments to ex-stockholders not deduct- 
ible as salary. All of the stock in tax- 
payer corporation, a construction firm, 
was sold to outsiders. At the time of 
the sale, customers owed taxpayer about 
$13,000 on completed contracts. It was 
agreed that taxpayer would pay over 
this amount, when collected, to the sell- 
ing stockholders who had also been em- 
ployees of taxpayer. One year later, tax- 
payer remitted $13,000 to the old share- 
holders and deducted the payment as 
salary. The Tax Court disallows the de- 
duction on the ground that the payment 
was not made for services rendered by 
the former shareholders. Stofflet, 32 TC 
No. 95. 


Bad debt possible on liquidation of 
subsidiary. A transfer by a wholly-owned 
subsidiary of all of its assets to its parent 
corporation in partial satisfaction of a 
bona fide debt does qualify either as 
a nontaxable liquidation of a subsidiary 
or as a tax free reorganization, since all 
of the subsidiary’s property is worth less 
than the debt, and thus no part of the 
transfer is attributable to the parent's 
stock interest. Accordingly the parent is 
entitled to a bad debt deduction for 


the unsatisfied portion of the debt. Rev. 
Rul. 59-296. 
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ease 


Proposed lobbying Regulations raise 


questions of equity and policy 


: rs PROPOSED NEW Regulations deal- 
ing with the deductibility of lobby- 
ing and institutional advertising have 
been in the headlines and it is certain 
that at the public hearings on them 
there will be forceful opposition as well 
as requests for more detail on some 
points. However, it may be that what 
is needed is not change or elaboration 
in the proposed Regulations but rather 
changes in the Code. Much of the con- 
cern about these proposals is really a 
questioning of the equity of the rules 
evolved by court decisions interpreting 
the long-standing provisions of the 
Code. Indeed, Commissioner Latham in 
an address to the Tax Executives In- 
stitute recognized that the proposed 
Regulations do not answer all of the 
questions raised by recent widespread 
advertising campaigns and that in some 
areas the state of existing law may best 
be altered by remedial legislation. 

The newly proposed Regulation (Sec- 
tion 1.162-15(c)) is not the first proposal 
by the Treasury. In July of 1956 a 
Regulation on this matter had been 
proposed but it was later withdrawn. 

As proposed in 1956, the Treasury re- 
iterated the tests for disallowance that 
had been set out in the Regulations 
under the 1939 Code (Regs. 118, Section 
39.23(0)-1(f) and Section 39.23 (q)-1(a)), 
adding one test “for political purposes.” 
This added test of uncertain meaning is, 
in effect, eliminated in the newly pro- 
posed Regulations. The proposed Regu- 
lations now disallow: “Expenditures for 
lobbying purposes, for the promotion or 
defeat of legislation, for political cam- 
paign purposes (including the support 
of or opposition to any candidate for 
public office), or for carrying on propa- 
ganda (including advertising) related to 
any of the foregoing purposes. . . .” 

Greatest difficulty has arisen when a 
taxpayer, fighting for its business life, 
contributes to a fund or otherwise in- 


curs expense to influence the defeat or 
passage of proposed legislation, an in- 
itiative, a referendum or a _ constitu- 
tional amendment which would restrict, 
prohibit or damage taxpayer's business. 


Ordinary and necessary 


These expenses which would, on the 
face of it, be ordinary and necessary 
business expenses have been held, after 
a checkered career in the lower courts, 
to be nondeductible in Cammarano 
(358 US 498, 1959) which dealt with 
the initiative but the proposed Regula- 
tions have, it seems quite properly, taken 
the position that the holding of these 
cases applies also to all of the above 
situations. 

The proposed Regulations disallow 
(3) Expenditures for the promotion or 
the defeat of legislation include, but 
shall not be limited to, expenditures for 
the purpose of attempting to 

“(i) Influence members of a legisla- 
ture body directy or indirectly, by urg- 
ing or encouraging the public to contact 
such members for the purpose of propos- 
ing, supporting, or opposing legislation, 
or 

“(ii) Influence the public to approve 
or reject a measure in a referendum, 
initiative, vote on a_ constitutional 
amendment, or similar procedure.” 
(Reg. Section 1.162-15(c)(3)). 

It is important to note that many of 
the cases dealt with expenses of general 
appeals to the public, on matters of 
iegitimate business interest to the tax- 
payer not with payments designed to 
corrupt. The inequity of the law as it 
now is interpreted by the courts is 
properly recognized by Commissioner 
Latham. After all, is not the cost of 
fighting prohibition a legitimate busi- 
ness expense to the liquor dealer, or is 
not changing the tax structure of vital 
interest to a taxpayer competing on un- 
equal terms with a cooperative? But the 


proposed Regulations provide that 
“. .. the cost of advertising to promote 
or defeat legislation or to influence the 
public with respect to the desirability 
or undesirability of proposed legisla- 
tion is not deductible as a business ex- 
pense, even though the legislation may 
directly affect the taxpayer’s business.” 


Commissioner’s comments 


The Commissioner, in th "nec. 
tion, stated: “I am certain yo will all 
agree that expenditures in connection 
with the political campaign of any par- 
ticular aspirant for legislative office 
should not be deductible in determin- 
ing tax liabilities. The same principle, 
in my opinion, should apply to expen- 
ditures in connection with the entertain- 
ment of such individuals. I know of no 
theans by which hard and fast lines can 
be drawn which will separate, for pur- 
poses of effective administration, good 
entertainment from bad entertainment. 

“It is also rather firmly established 
that amounts spent in connection with 
legislation proposed to or pending be- 
fore a specific legislative body, from a 
City Council to Congress, are not de- 
ductible. In time, I think this prin- 
ciple might well be reexamined with a 
view to determining whether or not it 
is possible, in this area of legitimate 
legislation, to differentiate between 
good expenditures and bad expendi- 
tures . 

“Many students in this field, however, 
believe that in the area of the initiative 
and referendum different principles 
should apply. In this connection, you 
are all aware of the fact that the use 
of these devices at state and local levels 
is increasing apace. By the same token, 
however, it is impossible to deny that 
initiative and referendum proposals do 
involve legislation. The problem is 
whether or not expenditures in con- 
nection with such measures should be 
accorded the same treatment as is ap- 
plicable to attempts to elect or influence 
individual legislators. This spring, the 
Supreme Court held, in the Cammarano 
and Strauss cases, that expenditures 
made by legitimate businessmen in an 
endeavor to defeat legislation proposed 
by the initiation route, which legisla- 
tion would have destroyed their busi- 
nesses, were not deductible. These de- 
cisions were based on longstanding ad- 
ministrative practices which the Court, 
in essence, concluded had become a part 
of our taxing laws. Presumably had 


referendum expenditures been involved, 
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the Ccurt would have reached the same 
result. 


Policy questioned 

“Many students of these problems be- 
lieve the results to be wrong. They be- 
lieve that while it may be possible to 
improperly influence an individual legis- 
lator, no one can succeed in so influenc- 
ing the entire electorate. They further 
believe that in any event, since the 
views of proponents or opponents of 
such measures, instead of being shroud- 
ed in secrecy, must necessarily be made 
public by billboard, newspaper, radio, 
television, or otherwise, that any mis- 
statements can thus be corrected by the 
opponents or proponents of the meas- 
ure as the case may be. In any event, 
the concept that a legitimate business- 
man may not treat as business expenses 
expenditures made in an attempt to 
preserve his business life seems to many 
most unrealistic. 

“Nevertheless, however, the law on 
the point is presently clearly established. 
But this does not mean that the issue 
is forever foreclosed. If the business in- 
terests of this country find that the end 
result in this area is wrong, their proper 
resort is to the Congress by way of ap- 
propriate curative or remedial legisla- 
tion.” 


Institutional advertising 


The proposed Regulations make clear 
that the costs of institutional or good 
will advertising are deductible. This was 
generally assumed to be the law but 
reputable tax practitioners feared that 
an implicit ground for the decisions in 
some of the cases disallowing the deduc- 
tion of contributions to advertising 
campaigns relating to legislation was 
the fact that the name of the taxpayer 
or of its products was not used in the 
advertisements. 

The Regulations have not attempted 
to solve a major problem in drawing the 
line between deductible and non-de- 
ductible institutional advertising. That 
is the dilemma facing taxpayers com- 
peting with governmental agencies. A 
prime example is the case of the na- 
tion’s power companies faced with com- 
petition from Federal agencies such as 
TVA and from municipal power pro- 
jects and from cooperatives. It is vir- 
tually impossible to extoll the benefits 
of private power without calling for the 
prevention of growth or elimination of 
public power, either of which involves 
legislation or potential legislation. 


Commissioner Latham has pointed 
out the problem involved: “You are all 
aware of the fact that many of the 
large corporations of America are tak- 
ing an increased interest in the affairs 
of government. This interest may range 
from a consideration of our foreign-aid 
program to the necessity for a balanced 
budget and reduced taxes if our econ- 
omy and way of life are to be pre- 
served. These economic or social views 
may be expressed by individual adver- 
tisers or even on an industry-wide basis. 
In some instances, the interest ex- 
pressed, in addition to involving na- 
tional problems, may be peculiarly per- 
sonal to the company i:: question. . . . 

“The critical problem arises when the 
advertiser states his views with respect 
to current problems generaliy in the 
area of high political policy and ad- 
mittedly of great public importance. I 
could cite by name a number of na- 
tional advertisers who are currently de- 
voting but little of their space to their 
products, but instead the bulk of it to 
a frank discussion of matters of present 
national interest. The question is to 
what extent do these statements con- 
stitute in effect an expression of views 
on economic, financial, social or other 
subjects which fall within the pro- 
hibited area of attempts to influence 
legislation by carrying on improper 
propaganda. 


Difficult distinction 


“It is perfectly obvious that the dis- 
tinction is tenuous and exceedingly 
difficult to draw. I do not believe that 
any individual or group of individuals 
can lay down hard and fast rules which 
we in the Service can administer with 
ease. At best, the picture can only be 
painted broadly. In administration, 
common sense must prevail. 

“There are many problems involved. 
How far should the questioned adver- 
tisements go? Certainly they should not 
specifically suggest that the reader urge 
his Congressman to ban public power. 
But if the point made is clear, is it 
necessary that the advertiser spell out 
his aims? What is the substance of the 
matter as opposed to its forms? To what 
extent is the existence of an overall pro- 
gram on the part of the advertiser im- 
portant? Should a bad advertisement, if 
demonstrably a part of an entire plan, 
taint the whole? 


“At present, I have no answers to 
these and many other basic problems 
in this area. All I can say is that the 
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Treasury and the Service are fully 
aware of the problem and its impor- 
tance. Every effort will be made to 
achieve a fair result.” 


Trade organizations 


The 1956 proposed Regulations pro- 
vided that dues or contributions to 
trade or business organizations are de- 
ductible “even though influencing, or 
attempting to influence, legislation is 
incidentally involved in the use by such 
organization of such payments.” The 
question as to whether activities beyond 
the incidental resulted in a complete 
or partial disallowance of the deduction 
was not answered. The proposed Regu- 
lations shift the emphasis and provide 
that such dues or contributions “are de- 
ductible in full unless a substantial part 
of the organization’s activities consists” 
of the prohibited activities in respect of 
legislation. The question whether such 
substantial activities requires complete 
disallowance is answered in the nega- 
tive. 

If a substantial portion of a trade 
association’s activities are of the for- 
bidden kind, no part of the dues are 
deductible unless the taxpayer can show 
the portion clearly attributable to ac- 
ceptable activities. This is the proposal 
that has so disturbed trade associations. 
Taxpayers would have a heavy burden 
of proof and, since the tax involved in 
each disallowance would be relatively 
trivial, the trade associations fear that 
in practical effect this rule would make 
dues simply nondeductible whenever 
the Treasury chose to disallow them. To 
formally organize separate units to col- 
lect funds for lobbying campaigns would 
be a most unpalatable alternative. The 
Chamber of Commerce has referred to 
this provision as censorship. Since the 
proposal would apply to labor unions 
as well as to trade associations, it is not 
unlikely that organized labor will join 
organized business in opposing it. 

It seems that, although unfair to 
many taxpayers, the proposed Regula- 
tions properly state the law as judicially 
and administratively developed. There 
are important areas remaining which re- 
quire definition either by ruling or 
more elaborate regulation. Although 
remedial and clarifying legislation is de- 
sirable, Congress may find itself subject 
to huge pressures and may have consid- 
erable difficulty in determining where 
to draw the lines and in stating a rule 
of general application that will not give 
rise to a new round of litigation. w 
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Survey shows need for disability buy- 


out plans; tax aspects now clearer 


ie IS COMMON PRACTICE for owners of 
a business who have entered inio a 
buy-and-sell agreement to purchase life 
insurance in order to fund the obliga- 
tion that will arise on the death of one 
of them. The tax characteristics of this 
procedure have been the subject of 
scores of court decisions and of many 
articles. (See, for example, “Buy-and-Sell 
Agreements: A Review and a New 
Look” by Morris R. Friedman in the 
15th Annual New York University In- 
stitute on Federal Taxation. See also 
11 JTAX 270.) Although surprises in 
this general area continue to spring up 
with disconcerting regularity (see, for 
example, 10 JTAX 304), it may be said 
that the law in this regard is fairly well 
settled. 

In contrast to the plethora of ma- 
terial concerning the problems upon 
the death of an owner, comment on the 
hazards of disability is scarce indeed. 
Prompted by this lack of published 
opinion, apparently indicative of a lack 
of interest (or possibly even of a lack 
of importance), William Harmelin, a 
leading insurance consultant and writer, 
and Morris R. Friedman, an editor of 
this column, made a _ questionnaire 
opinion survey of persons who would 
normally be interested in this prob- 
lem, such as counsel for life insurance 
companies, corporation 
lawyers, and authorities in the insur- 
ance field. The results of this survey, 
and an analysis of the tax aspects of the 
disability buy-out were published in a 
series of monthly articles in “The In- 
surance Salesman” and as a monograph 
“Disability Insurance in the Business 
Buy-Out Agreement” by the Rough 
Notes Co., Inc. of Indianapolis, In- 
diana, excerpts from which follow be- 
low. The subject, it developed, was both 
interesting and important to many per- 
sons, and especially to tax men. 

Four questions were propounded in 
the questionnaire. The first one asked: 


lawyers, tax 


“Since properly drawn_ buy-and-sell 
agreements provide for a buy-out at 
death or withdrawal from the business 
during life, should they, in your opin- 
ion, raake provision for buy-out in case 
of long-term disability?” 


Need for protection 


More than two-thirds of the replies 
received stated very definitely that 
agreements should contain a provision 
for buy-out in case of long-term disabil- 
ity. 

The following is a typical quotation: 
“Yes, of course, provision for buy-out 
in cases of long-term disability should 
be included in buy-and-sell agreements. 
After all, it doesn’t make much differ- 
ence what causes the termination of an 
owner’s services. Whether because of 
death or disability, he is no longer of 
value to the firm.” 

The next question was: “How would 
you define disability for these pur- 
poses?” Among the answers were the 
following: 

“I would define disability as some 
physical or mental ailment which pre- 
vents the partner from performing sub- 
stantial gainful services to the partner- 
ship or, in the case of a stockholders, 
to the corporation. My definition of 
‘substantial gainful services’ would not 
be so rigid as that used in the Govern- 
ment’s definition of ‘substantial gain- 
ful employment.’ In short, if he can 
work, he is not disabled; if he can’t 
work in excess of 25% of the time, he 
has a rather substantial disability.” 

“I think that disability should be 
defined in the buy-and-sell agreement 
in precisely the same manner as in the 
insurance contract used to finance the 
agreement. As you know, the definition 
of disability in the disability rider to 
life insurance contracts is different from 
that used in accident and sickness poli- 
cies. In order to avoid the possibility 
that the partner or close-corporation 


stockholders would be disabled as defined 
in the buy-and-sell agreement but not 
under the insurance policy designed to 
finance the buy-out, the same definition 
should be used in both instruments.” 

The third question was: ‘What 
would you consider to be a long-term 
disability?” 

A typical reply was: “I should think 
that long-term disability would be in- 
terpreted as total disability existing for 
a minimum period of six months. I 
suggest that period in view of the 
fact that it is the qualifying period used 
almost exclusively in life insurance dis- 
ability clauses and also the disability 
provisions of the Old Age and Survivors 
Disability Insurance Program.” 

Fourth: “Should there be any provi- 
sion for wage continuation payments 
during a period of disability if there 
is no buy-out?” Among the replies were 
the following: 

“I do not see any particular advan- 
tage in disability payments during a 
period of disability where there is to be 
no buy-out. Unless a redistribution of 
the premium burden is to be effected 
through payment of premiums by the 
partnership, even though not deduc- 
tible for income tax purposes, the part- 
ner might as well carry personal dis- 
ability income protection.” 

“I think that provision should be 
made for disability payments during the 
waiting period before the disability has 
continued long enough to bring into 
play buy-out provisions. Long-term dis- 
ability payments in the absence of a 
transfer of interest could constitute a 
serious drain on the firm’s resources, 
especially if the firm is small. 

“I think that long-term disability in- 
come in the case of a small, closely held 
firm—regardless of whatever provision 
is made in the buy-and-sell agreement 
for transfer of ownership of the dis- 
abled person—should be provided in- 
sofar as possible by disability income in- 
surance, independent of the buy-and- 
sell agreement.” 

With opinion so strongly in favor of 
including disability provisions in buy- 
and-sell agreements, it seems likely that 
the low level of interest in the problem 
arises more from ignorance than lack of 
importance of the hazard. All advisors 
to businesses concerned with planning 
for the long-term future should be pre- 
pared to be on the alert to raise the 
question of disability problems and to 
consider the desirability of insurance to 
meet them. Certainly the tax man 




















wants to consider the tax aspects of 
such insurance, especially since the off- 
hand comment that such insurance 
raises tax problems is sometimes offered 
as a reason for not considering the ques- 
tion seriously. 


Taxation of Aw § 

Let us start with the proposition, sup- 
ported by the replies to our question- 
naire, that as a matter of business pru- 
dence there should be a plan to provide 
periodic payments to a disabled stock- 
holder-employee and that the obligation 
for such payments should be funded by 
simple keyman Accident and Sickness 
coverage. Let us consider the tax aspects 
of such A & S insurance and then turn 
to its use in connection with a buy-and- 
sell agreement. If a corporate employer 
purchases an A & S policy on behalf 
of one or more employees, the premium 
cost is deductible by the corporation as 
a business expense under Section 162 of 
the Code, if: (1) the corporation is not 
a beneficiary under the policy; (2) the 
premiums are paid in consideration of 
personal services actually rendered by 
the employee; and (3) the total compen- 
sation paid to the employee, including 
the premiums, is not unreasonable com- 
pensation for the services rendered. See 
Rev. Rul. 58-90. The example given in 
that ruling concerns an employee who 
is not a stockholder. In our opinion, 
however, if the foregoing tests are met, 
the premium cost is deductible even if 
the employee covered is a stockholder. 
Furthermore, whether the policies aré 
taken out for several employees or for 
only one, the premium cost is exclud- 
able from the gross income of the 
covered employee, in accordance with 
the provisions of Section 106 of the 
Code. See Section 1.106-1 of the Income 
Tax Regulations. 

As an aside, it is interesting to note 
that despite the fact that the premium 
cost is deductible by the corporation, it 
is not subject to the withholding of in- 
come tax, since it does not constitute 
taxable income to the employee. See 
Rev. Rul. 56-632. 

What is the tax treatment of the in- 
come payments received by the em- 
ployee under an A & S policy purchased 
by the corporation? 

In the example described in Rev. 
Rul. 58-90, the employee had all the 
rights of ownership in the policy. Fur- 
thermore, the benefits under the policy 
were income replacement payments 
only (as opposed to reimbursement for 


medical expenses, for example). Accord- 
ingly, the benefits were found to be ex- 
cludable from the gross income of the 
employee under the general rules relat- 
ing to wage continuation payments set 
forth in Section 105(d) of the Code. 
Thus, in general, the amount not in- 
cludible in income would be limited to 
$100 a week. See Section 1.105-4 of the 
Regulations for specific examples. 

The Code, in both Sections 106, re- 
lating to nontaxability to the employee 
of the employer's cost, and in Section 
105, covering the limited nontaxability 
to the employee of his benefits, refers to 
“accident and health plans”. The Regu- 
lations make it clear that a plan may 
cover one or more employees, and that 
there may be different plans for differ- 
ent classes of employees. (Thus, we are 
not here concerned with rules against 
discrimination like those applicable to 
pension plans, for example). Further, 
the plan need not be in writing, and the 
employee’s rights under the plan need 
not be enforceable, although notice or 
knowledge of the plan must be reason- 
ably available to him. 


A & § and buy-out 


It is apparent that the purchase of 
key-man A & S insurance provides tax 
benefits to both the corporate employer 
and to the employee. Now let us turn 
to the question of using such A & § in- 
surance not only to provide for a wage- 
continuation plan, but also as a source 
of funds for a buy-out upon disability. 
Such an arrangement can, at least in 
part, meet the standard objection to a 
buy-out on disability: that unlike a buy- 
out at death, which can be funded by 
life insurance, a buy-out at disability 
ordinarily creates a demand for cash 
when funds are lowest. The author con- 
cedes that insurance funding of a buy- 
out at disability is not as simple as 
funding a buy-out at death. Nor does it 
have the additional tax advantages of a 
buy-out at death deriving from the 
stepped-up basis of the interest in the 
hands of the sellers. 

As to the tax argument, it must be 
stressed that the principal purpose of 
including the disability provision is not 
to take advantage of a favorable tax 
climate, but to make the best of an un- 
fortunate situation. 


Employee beneficiaries 

Let us consider two basic plans that 
could be used. Under Plan I the stock- 
holder-employee is the beneficiary; 
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under Plan II the corporate employer is 
the beneficiary. 

Under Plan I key-man A & S insur- 
ance is maintained, with the tax effects 
described above, either completely in- 
dependent of the buy-out agreement or 
integrated with the agreement to cover 
a stipulated preliminary period during 
which the buy-out provision is inopera- 
tive. 

A word of caution is in order here 
concerning a complete tax turnabout 
with respect to payments received under 
the A & S policy if the principal’s em- 
ployment with the corporation termi- 
nates during his period of disability 
and continued receipt of benefits. Such 
benefits are excludable to the extent 
of $100 a week if the employee is absent 
from work on account of injuries or 
sickness. If his absence is caused by, or 
preceded by, the termination of his 
employment, his benefits under the 
A & S policy will be taxable in full. (If 
the employee’s disability is the direct 
cause of the termination of his employ- 
ment, any argument that his absence 
from work is caused by his sickness 
would be directly contrary to the Regu- 
lations.) Since under the Regulations 
tax-favored treatment will be given to 
disability benefits received by an em- 
ployee even if they are to continue un- 
til the employee reaches retirement age 
if he does not recover before then, the 
disabled employee will be benefited if 
the employment relationship is con- 
tinued throughout the period of dis- 
ability. This may be desirable, and prac- 
ticable, even if the employee’s status as 
a stockholder has been terminated. 


Corporate beneficiary 


Under Plan II, key-man A & §S insur- 
ance is purchased, but with the corpo- 
ration as the owner and _ beneficiary. 
This feature removes the plan from 
the class considered in the example 
given in Rev. Rul. 58-90, discussed 
above. The premiums paid by the em- 
ployer will not be deductible, since the 
benefits under the policy will be pay- 
able to the corporation, becoming part 
of its general assets, whether or not in- 
tended to fund a plan of disability pay- 
ments. 

The tax treatment to the corporation 
of the benefits it receives, as owner and 
beneficiary of the policy, on the dis- 
ability of the insured employee has 
been the subject of much uncertainty. 
Following normal rules of tax logic (ad- 
mittedly not always productive of the 
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“right” answer) it would appear that 
receipts flowing from nondeductible ex- 
penditures should be excludable from 
gross income. The validity of this treat- 
ment is supported by a comparison of 
the Code provision relating to the ex- 
clusion from income of death proceeds 
of life insurance (Section 101(a)) and 
the provision relating to the exclusion 
from income of amounts received 
through accident or health insurance 
for personal injuries or sickness. (Sec- 
tion 104(a)(3)). 

Death proceeds under life insurance 
contracts are not includible in the in- 
come of the recipient (with certain ex-- 
ceptions not revelant here), whether the 
beneficiary is the estate of the insured 
or some other person. Thus, in the case 
of typical key-man life insurance with 
the corporate employer as beneficiary, 
as well as in the case of life insurance 
used by a corporation to fund its obli- 
gation under a stock redemption agree- 
ment, the proceeds are received free 
from income tax. The corporation can 
then apply such proceeds in full to 
whatever purpose it wishes. 

In excluding from gross income 
amounts received through accident or 
health insurance for personal injuries or 
sickness, Section 104(a)(3) of the Code 
neither specifies nor implies that such 
treatment is applicable only to amounts 
received by the insured. In this respect, 
this provision is similar to that govern- 
ing the tax treatment of life insurance 
proceeds. Similarly, the provisions of 
Section 1.104-1, specifically, of para- 
graph (d) of the Regulations, do not 
negate the possibility that the tax- 
favored treatment may apply to amounts 
received by the employer seeking to re- 
imburse itself for the loss (through dis- 
ability, rather than through death) of a 
key employee. 

A further correlation between non- 
deductibility of cost and nontaxability 
of proceeds is to be found in another 
example discussed in Rev. Rul. 58-90. If 
an individual proprietor purchases A & S 
coverage for his own benefit the pre- 
miums are not deductible and the bene- 
fits are not taxable. 

An analogy may be in order at this 
point between this plan and that in- 
volved in the celebrated Casale case, in 
which the Second Circuit Court of Ap- 
peals (247 F.2d 440) reversed the Tax 
Court (26 TC 1020). (The Internal Rev- 
enue Service has indicated that it will 
follow the Circuit Court decision). In 
this case, you will recall, the corpora- 


tion had funded a deferred-compensa- 
tion and death-benefit agreement with 
its principal stockholder-employee by 
purchasing a life insurance policy with 
itself as owner and beneficiary. In hold- 
ing that the corporation was not a mere 
transparent conduit and that according- 
ly the premium payments (which were 
not deducted by the corporation) did 
not constitute dividends to the stock- 
holder-employee, the Court of Appeals 
emphasized that the policy was a corpo- 
rate asset like any other asset and that 
the proceeds would be available to credi- 
tors. It follows, therefore, that on the 
receipt of benefits under the policy by 
the corporation, the corporation would 
be entitled to tax treatment to be ac- 
corded it as a separate entity, under the 
relevant provision of the Code. 

The United States Supreme Court 
clarified the tax position of the corpo- 
rate recipient of life insurance proceeds 
in Supplee-Biddle Hardware Co. (265 
U.S. 189, 1924). The Treasury Depart- 
ment had tried to distinguish between 
life insurance proceeds paid to an indi- 
vidual and those paid to a corporation. 
The court made the point that such 
proceeds were excluded from gross in- 
come, and that no distinction was drawn 
between gross income of individuals and 
of corporations. 

Similarly, Section 104(a)(3) of the 
Code excludes from gross income 
amounts received through accident or 
death insurance. 

In Castner Garage, Limited, 43 BTA 
1 (1940), the Board of Tax Appeals 
held, under the 1939 Code, that exemp- 
tion of amounts received through acci- 
dent or health insurance is not limited 
to the insured or to individual tax- 
payers. The same result should follow 
under the 1954 Code. 

Returning to the buy-out agreement, 
and Plan I, amounts paid by the corpo- 
ration to the disabled employee-stock- 
holder on account of the purchase price 
of his stock will be nondeductible by 
the corporation and, to the extent of 
gain realized, treated as capital gain to 
the individual. (It is sorrowfully con- 
ceded that disability, unlike death, does 
not result in a stepped-up basis for the 
stock and in the resultant, permanent 
escape from taxation of the apprecia- 
tion in value.) Further, the corporation 
under this plan will be using its own 
after-tax funds, since the proceeds of 
the A & S policy will be payable direct- 
ly to the employee. 

Under Plan II, the tax treatment of 


the payments by the corporation and 
of the receipts by the stockholder will 
be exactly the same as under Plan I, 
namely, nondeductible to the corpora- 
tion and includible as capital gains by 
the stockholder. This time, however, the 
corporation may apply the tax-free pro- 
ceeds of the A & S policy to its obliga- 
tion under the buy-out agreement. If, 
in addition, the corporation were to 
make payments to the employee-stock- 
holder under a wage continuation plan 
the payments would be deductible by 
the corporation and tax-free to the em- 
ployee to the extent of $100 a week. 

Why should not Plan II be used in 
conjunction with a buy-out on disability? 
Plan I would often be unduly generous. 
Benefits are received directly by the em- 
ployee (taxfree to the extent of $100 
per week so long as he remains an 
employee). Is it equitable for the dis- 
abled stockholder to receive such bene- 
fits indefinitely (e.g., for 10 years in the 
case of sickness and for life in the case 
of accident, under common types of 
policies), with neither the «corporation 
nor the remaining stockholders being 
in any way benefited thereby? 

The authors suggest that buy-out 
under Plan II be made operative after 
an initial period of wage continuation, 
and that the corporation thereupon use 
its taxfree benefits under the policy to 
fund, in part at least, its buy-out obliga- 
tion. 

In the next few months, your editor 
plans to devote some of these columns 
to a discussion of the disability prob- 
lems of partners and partnerships, and 
to consider some estate tax questions as 
well as new developments in this area. * 


IRS not litigating interest on 
minimum-deposit plans now 
IN THE ARTICLE on minimum deposit life 
insurance, which appeared in the Octo- 
ber, 1959 issue of JTAX, it was stated 
“that-in the Dean case, which is now 
pending before the Tax Court, the 
‘Treasury is attempting to disallow in- 
terest paid on minimum-deposit insur- 
ance. 

It has since been learned that the 
Dean case did not involve principles 
relating to minimum-deposit insurance 
as such. After borrowing from the life 
insurance companies, Mr. Dean gave the 
policies to his children. The Treasury is 
attempting to disallow interest there- 
after paid by Mr. Dean, on the ground 
that the interest was no longer Mr. 
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Dean’s obligation and that the payment 
of this amount by him could in no case 
be deductible. 

In view of the Treasury’s recent suc- 
cess in the Emmons and Weller cases 
(CA-3, affg. 31 TC 26 and $1 TC 
33) it will be interesting to watch for 
developments in the minimum deposit 
plans and bank financed life insurance 
situations. * 


New decisions 





*No constructive receipt of endowment 
policy at pre-maturity election of install- 
ments [Acquiescence]. Prior to maturity 
of his life annuity contract, taxpayer 
elected to receive the principal sum plus 
interest and dividends in _ specified 
monthly installments. He also reserved 
the right to make with- 
drawals of principal subject to the com- 
pany’s right to defer payment for six 
months, which six month period would 
have expired in the year following ma- 
turity. Taxpayer was, the court held, 
not in constructive receipt in the year 
of maturity of the full cash surrender 
value less premiums paid. Estate of 
Snider, 31 TC 1064, acq. IRB 1959-40. 


additional 


Interest on loan to carry annuity al- 
lowed [Old Law). This court follows the 
Fifth Circuit’s decision in Bond, 258 
F.2d 577, involving identical facts. In 
both cases taxpayers had taken out an 
annuity policy, premium $100,100, upon 
payment of $100 and execution of a 
note for $100,000 to the insurance com- 
pany, secured by the policy. In the 
Bond case, the court held the transac- 
tion to be valid and allowed the deduc- 
tion of the interest in a 1939-Code year. 
It noted that the change in the 1954 
Code disallowing interest on loans to 
carry single-premium annuity policies 
implied that the law prior thereto was 
different. Roderick, DC Tex., 8/5/59. 


Can’t deduct interest on loan to carry 
annuity; transaction lacks substance 
[Old Law]. Taxpayer paid one annual 
premium of $2,500 on an annuity con- 
tract. He then borrowed from a bank 
$59,000, the amount necessary to prepay 
at a discount all future premiums and 
used the loan proceeds for that purpose. 
He then paid the insurance company 
an additional $13,600 as advance interest 
to the fifth anniversary date and re- 
ceived as a loan $68,000, the “cash or 
loan” value of the policy at that future 


New decisions 


date. ‘With these proceeds he paid off 
the bank loan. The following year he 
made another payment of $9,600 as ad- 
vance interest for three more years and 
received an additional loan of $5,300. 
The Tax Court denied deductions for 
the advance interest on the ground that 
the entire transaction lacked substance. 
This court affirms, noting however that 
its decision is contrary to the recent 
CA-5 holding in Bond (287 F.2d 577). 
The sole object was the consummation 
of a preconceived plan, not to borrow 
money or purchase an annuity, but to 
create a deduction for income tax pur- 
poses. [Section 24(a) of the 1939 Code 
prohibited deduction of interest on ob- 
ligations incurred to buy single pre- 
mium life insurance. Section 264(a)(2) 
of the 1954 Code specifically extends this 
prohibition to annuities purchased after 
March 1, 1954.—Ed.] Emmons, CA-3, 
9/9/59; Weller, CA-3, 9/9/59. 


*Insurance on stockholder-employee 
was equitably owned by him. Decedent 
had taken out a life endowment policy 





Sale of cut timber does not qualify as 
capital gain. Taxpayer, owner of timber- 
lands, entered into an agreement to sell 
a specified quantity of pulpwood over a 
period of eight years. Taxpayer received 
a $40,000 advance payment which he re- 
ported as capital gain. The Tax Court 
rules this is ordinary income. The gain 
does not qualify for capital gain treat- 
ment as a disposal of timber since tax- 
payer did not surrender his cutting 
rights. The purchaser had cutting rights 
only in the event of taxpayer's default. 
Taxpayer alternatively argued that he 
was primarily in the business of selling 
turpentine extracted from his trees and 
that this was a sale of standing timber 
which was part of real property used in 
a trade or business. The court rejects 
this argument; title was not to pass 
until the timber was cut and taxpayer 
could substitute timber from land he 
did not own. Ray, 32 TC No. 121. 


“Chemical grade” limestone  distin- 
guished from calcium carbonate; higher 
depletion rate allowed [Old Law). In 
1950 and 1951, the taxpayer was engaged 
in the quarrying and processing of lime- 
stone. The Tax Court agreed with tax- 
payer that the processes of original 
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providing for retirement income and a 
death benefit. He paid the first pre- 
mium. He then entered into a new em- 
ployment contract with his controlled 
company which provided that the com- 
pany would pay him a death benefit or 
a pension at retirement under terms 
and conditions identical with this 
policy. The company reimbursed him 
for the first premium and paid all pre- 
miums thereafter. The policy named 
the employer as beneficiary. However, 
after decedent’s death, his son and his 
second wife both claimed the proceeds 
and a court held the son entitled to 
it. This court holds that the entire pro- 
ceeds (not merely the first $5,000 as the 
son had originally argued) is exempt; 
the decedent was the equitable owner 
of the policy and the proceeds at ma- 
turity were exempt as life insurance. 
The court notes that the premiums were 
additional compensation to decedent, 
though that issue is not before the court 
and the facts do not disclose whether 
the premiums had been so treated. 
Rhodes, DC Ky., 8/6/58. 


quarrying, crushing, heat treatment to 
remove pulverization, 
which taxpayer applied to arrive at its 
product were ordinary treatment proc- 
esses normally applied to obtain a com- 
mercially marketable product. Taxpayer 
contended that its product was chemical 
grade limestone, and that the statutory 
depletion rate of 15% applied, whereas 
the Commissioner argued that the 
product was pure calcium carbonate 
for which the statutory depletion rate 
was 10%. The Tax Court said that 
taxpayer’s first commercially market- 
able product was chemical grade lime- 
stone and entitled to 15% depletion. 
Iowa Limestone Co., CA-8, 7/10/59. 


moisture, and 


Bad debt reserve of bank determined. 
The bad debt reserve of banks is com- 
puted on the basis of a 20-year moving 
average of its loss experience. If it was 
not in existence for the whole 20-year 
period, it may substitute the experience 
of average banks for the period prior to 
its existence. But it may not substitute 
average experience for years it was in 
existence, the court holds, even if tax- 
payer-bank’s loss ratio was extraordinary 
in certain years. American State Bank, 
DC Wisc., 9/3/59. 
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How to organize professional men for 


corporate tax status under Kintner 


by CARL A. STUTSMAN, JR. 


Professional men, generally denied the many tax benefits of corporate status, are 


finding that they can get these tax benefits by organizing in such a way as to be 


taxable as a corporation, along the lines made famous in the Kintner case. With 


Congress’ failure to pass the Keogh-Simpson bill, this tax-saving plan is attracting 


many high-bracket doctors and other professional men. This article points out the 


advantages, the difficulties with state corporation law and state professional prac- 


tice laws, and problems in setting up tax-free profit-sharing and pension plans. 


QO” OF THE MOST INGENIOUS and in- 
teresting efforts to create a retire- 
ment plan for professional men has be- 
come known as the Kintner Plan. De- 
vised originally for a group of doctors 
in Sheboygan, Wisconsin, the plan was 
picked up and used by the Western 
Montana Clinic of Missoula, Montana. 
Because the 


leading member of this 


organization, a Dr. Arthur Kintner, 
was the one who successfully litigated 
the plan through the Ninth Circuit 


Court of Appeals (216 F.2d 418), his 
name has now become almost as well 
known in the medical profession as that 
of Sir Alexander Fleming. 

Recently a district court in Texas 
held (Galt, No. Dist. Tex., Dallas Div., 
July 27, 1959) that another association 
of doctors met all the tests of the Code 
for an association taxable as a corpo- 
ration and was entitled to be taxed as 
such. I understand that the Southwest 
Clinic Association, the group involved 
in the Galt case, had adopted a pension 
plan in 1953 but had abandoned it at 
the beginning of 1954, which was the 
The 
filed a notice of appeal of the case to 
the Fifth Circuit. 

Basically, the operation of a Kintner 
plan is quite simple. A group of two or 


year involved. Government has 


more doctors (or lawyers, or any indi- 
viduals, presumably) organizes a_part- 
nership under the laws of a particular 
state. By design this partnership adopts 


certain of the characteristics of a corpo- 
ration, chiefly continuity of existence 
and delegation of management func- 
tions, and thus becomes for purposes 
of the tax laws an association. This is 
a work of art in the tax field. If a legal 
entity is deemed to be an association, it 
is by definition a corporation and tax- 
able as such, irrespective of its other 
legal characteristics.. Having become: a 
corporation for tax purposes, the en- 
tity is then assumed to have all of the 
characteristics of corporation for such 
purposes, both favorable and unfavor- 
able.2 Thus, ingeniously, the Commis- 
sioner’s sword is turned upon him. For 
the first time a provision of the tax 
law which had long been thought to be 
particularly disadvantageous to a_busi- 
ness group became the basis for sub- 
stantial tax advantage: the adoption of 
a qualified, retirement plan, 
benefitting the owners as well as other 
employees. 


taxfree 


The form of the association is dic- 
tated in large part by the provision of 
the law of most states that certain of the 
learned professions may not practice in 
the corporate form. This restriction of 
the common law stems from a desire to 
protect the personal and confidential 
relationship between a doctor or a law- 
yer and his patient or client. It is in- 
teresting to note that at least two states 
now permit the corporate practice of 
medicine, Connecticut and Oklahoma. 


The various state-law provisions re- 
stricting the corporate practice in the 
learned professions vary somewhat but 
all follow the basic pattern that no cor- 
poration may practice either law, medi- 
cine, or dentistry. Generally a_profes- 
sional group cannot incorporate, be- 
come employees of the corporation and 
set up a qualified retirement plan under 
Section 401 of the Code. The inequity 
of this is highlighted by the fact that a 
doctor on the staff of an incorporated 
hospital or an attorney employed by a 
corporation can both participate in 
qualified retirement plans. 

The reaction of the IRS to the Kint- 
ner case was predictable. Their objec- 
tions to the case are two-fold. It will be 
conceded by most, I believe, that the 
plan considered and passed upon by 
the court in the Kintner case was hard- 
ly one that the Revenue Service would 
consider nondiscriminatory. Of the 38 
clinic employees, only eleven of them 
qualified for participation in the plan, 
under its terms, and eight of the eleven 
were doctors. Furthermore, doctor em- 
ployees were given past service bene- 
fits measured by the period that they 
had been partners, contrary to the Rev- 
enue Service policy. The fact that the 
court approved this particular plan is 
probably in large part reason for the 
Treasury's dim view of Kintner. 

Secondly, revenue loss if most pro- 
fessional groups adopted such plans is 
unknown. The Treasury says the Keogh- 
Simpson plan would cost $365 million 
per year. Kintner would add to this 
drain. It was also felt that this was what 
someone back door Keogh- 
Simpson. The Treasury has felt it could 
not consistently oppose the self-employ- 
ment pension plans in Congress and ap- 
prove, at the same time, the Kintner 
case. 


termed 


In 1956, after a long fight to obtain 
approval, a ruling was issued stating 
that the decision would not be followed 
in comparable circumstances (Rev. Rul. 
56-23, 1956, CB 598). This ruling pro- 
duced confusion among various eastern 
medical groups which had adopted simi- 
lar plans solely to obtain the employee 
benefits of Social Security. They felt 
that they were neither fish nor fowl 
since the ruling disapproved the Kint- 
ner case on the ground that it had ap- 
' Section 7701(a)(3), IRC. 

* For example, such an association might be- 
come liable for Personal Holding Company 
suretaxes. GCM 19619, 1938-1 CB225. See an 


article by H. Bradley Jones on “The Profes- 
sional Corporation,” 27FordhamLR, 353, dis- 


cussing the possible application of these taxes 
to a Kintner association. 
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proved a pension plan which the IRS 
did not feel should have been qualified 
under the IRC. As the result of this 
confusion, the Service issued a second 
ruling in 1957 (Rev. Rul. 57-546, 1957-2, 
CB 886.) This somewhat cryptic pro- 
nouncement modified the earlier Treas- 
ury position and stated that, so far as 
the Revenue Service was concerned, the 
fact that such a group adopted a pen- 
sion plan would not be considered de- 
terminative of whether it was a part- 
nership or an association taxable as a 
corporation. Significantly, it added that 
the “usual tests” would be applied to 
such a group as might be applied to 
any similar business group. Also that 
basic criteria would be published at a 
later date. The later date has not yet 
arrived. 

One sign that the Treasury position 
will eventually be favorable lies in the 
fact that the problem is to be covered 
by the Regulations to be issued under 
Section 7701(a)(3) of the Code. This is 
the section containing general defini- 
tions applicable throughout the tax law, 
including what constitutes an associa- 
tion taxable as a corporation. The 
Kintner groups will not be treated 
separate and apart from all other busi- 
ness associations. It is unlikely that the 
Treasury will make tax qualification de- 
pend on the effect of various restrictive 
state laws. This is a place for uni- 
formity. 

The term association is not used in 
the tax law in a narrow sense. It in- 
cludes any organization, created for the 
transaction of designated affairs, or the 
attainment of some object, which, like a 
corporation, continues notwithstanding 
that its members or participants change, 
and the affairs of which, like corporate 
affairs, are conducted by a single indi- 
vidual, a committee, a board, or some 
other group, acting in a representative 
capacity. (Section 39.3797-2). 


State law problems 

Assuming a practitioner representing 
professional clients is asked to consider 
a Kintner association, there are three 
questions which he should ask himself: 
(1) how does it work? (2) what can it 
do? and (3) what are its limitations and 
disadvantages? 

The basic structure of the organiza- 
tion is the partnership agreement or 
charter. It must be remembered that the 
lawyer walks a tight rope between the 
general law and the tax law. He wants 
to be sure that his organization qualifies 





as an association for tax purposes, but 
does not want to violate either the law 
on corporate professional practice or re- 
strictions of the state corporate securi- 
ties act. For example, Section 2008 of 
the California Business and Professions 
Code says no corporation “or other arti- 
ficial legal entity” shall practice medi- 
cine. If you seek a stock permit, you 
may be damned by the professional 
licensing boards; if you do not, you 
may be damned by the Corporation 
Commissioner. 

Anyone who drafts a Kintner associa- 
tion in a form adequate to comply with 
the tax laws takes some risk of running 
afoul of state blue sky laws. As a prac- 
tical matter, however, it seems very un- 
likely that a group of professional men 
honestly trying to avail themselves of 
a tax advantage would be held to be 
issuing securities “to the public.” The 
law was designed to protect an innocent 
public from sharp security operators, 
not to preclude the use of a particular 
kind of business organization for an in- 
come tax advantage to the members of 
the organization, all of whom invest 
with their eyes wide open. 

Some complications, so far as the 
medical profession in California is con- 
cerned, have arisen in compliance with 
the licensing requirement of the Cali- 
fornia Medical Clinic Act. For some 
time the Board of Medical Examiners 
refused to act to issue a license to Kint- 
ner groups, fearing they might be 
licensing an organization which violated 
the broad language of the business and 
professional code. After some pulling 
and hauling the California Attorney 
General, late in 1956, issued a private 
letter stating it would be proper for 
the Board to issue permits to medical 
groups practicing as a “partnership in 
conformity with the laws of the State 
of California” and that the Board need 
not inquire whether the group had also 
asumed a postrure which would qualify 
it under the Kintner case. A similar 
Attorney General’s opinion was issued 
in Arizona in 1955. 

The partnership agreements or 
articles of association in Kintner groups 
may, of course, vary widely. It should 
be designed, however, to accomplish 
four major purposes. It should create an 
organization which has a continuity of 
existence beyond the death or transfer 
of the interest of any member. It should 
provide for an executive committee or 
board to handle the business affairs of 
the association on a delegated author- 
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[Mr. Stutsman practices law in Los An- 
geles. He is a member of the firm of 
Hill, Farrer & Burrill. This article is 
based on a paper presented by him at 
the recent Title Insurance and Trust 
Company forum on recent develop- 
ments in the field of taxation.]| 





ity basis. It should cover the rights and 
duties of the parties inter sese. It should 
set forth some method of acquiring the 
interest of a member in the event of his 
death or retirement from the practice. 
This basic framework will serve to sup- 
port the decorations that are desired. I 
recommend that the employer-employee 
relationship of the members be estab- 
lished in separate agreements between 
the association and the members. These 
details do not belong in the charter. 


Other tax advantages 


The benefits of a qualified retirement 
plan are not the only tax advantages of 
a Kintner association. Social Security 
protection is available. In fact, con- 
sistently, it cannot be ignored. If the 
doctors are employees for one tax pur- 
pose they are such for the others as well. 
A buy-sell agreement with respect to the 
interest of the members with all of its 
well-known advantages can be used. 
This, of course, is not peculiar to asso- 
ciations, but this seems to me to be a 
worthwhile advantage of group profes- 
sional practice that should not be over- 
looked. Group insurance benefits may 
be obtained at a deductible cost to the 
association. Profits, after taxes, may be 
accumulated at the 52% maximum tax 
bracket applicable to corporations. This 
is frequently lower than individual 
brackets applicable to professional men 
practicing in a partnership. This ac- 
cumulation will not be jeopardized by 
the penalty surtax until it exceeds $100,- 
000.00. The balance remaining after a 
52% tax can be invested in blue-chip 
securities with dividends receiving the 
85% intercorporate dividends reduc- 
tion. Only a capital gains tax would fol- 
low a redemption of the stock and 
even this would be eliminated by a 
stepped up basis at the time of death. 

The availability of these tax benefits 
must be weighed in the light of a num- 
ber of practical disadvantages. Theore- 
tically, since we have a “corporation,” 
compensation to its professional em- 
ployees must come as a salary or a dis- 
tribution of profits by way of a bonus. 
For example, if a group of doctors have 
been operating as a partnership, draw- 
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ing certain sums each month for cur- 
rent living expenses, the amounts paid 
are frequently about as much as they 
have left after paying overhead. They 
generally do not desire to reduce their 
take-home pay to pay for pension bene- 
fits just because a Kintner association is 
suddenly interposed. 

There are two flexible figures in the 
equation which sets the ceiling. One, the 
gross income of the operation, and two, 
its overhead by way of office salaries, 
rent, insurance premiums, and other 
charges. If a partnership of five men 
has had a gross income of one hundred 
thousand dollars, an overhead of forty 
thousand dollars, and has distributed 
twelve thousand dollars a year to each 
of the five members, there would not 
be much left on these figures to finance 
the retirement benefits which are the 
principal purpose of the association. 
Either the gross income must be in- 
creased, the overhead lowered, or the 
take home pay reduced. This is a matter 
of simple mathematics. If the members 
in this hypothetical case, need all their 
income to support their families in the 
style to which they have become ac- 
customed, then tell them to forget Kint- 
ner unless they feel they can increase 
the gross income or reduce the over- 
head. The former is generally more 
practicable than the latter. In going 
over this problem with your clients, do 
not overlook explaining the personal 
savings element of the picture. The 
principals may be more willing to cut 
their take home pay if they realize the 
decrease represents savings without re- 
duction by income taxes that they would 
otherwise have to provide from a higher 
take home. 


Discrimination 

The law has long provided that a re- 
tirement plan will not qualify for tax 
exemption if it “discriminates” in favor 
of employees who are “officers, share- 
holders, persons whose principal duties 
consist in supervising the work of other 
employees, or highly compensated em- 
ployees.” The Revenue Service takes 
the position that a Kintner association 
must be considered in the light of the 
corporation rules. Small business corpo- 
rations are sometimes in for a surprise 
when they learn what is required to 
make a plan nondiscriminatory. One 
current unpublished ruling applied by 
the Pension Trust Unit in Los Angeles 
is that a small corporation plan must 
benefit an equal number of nonstock- 
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holders and_ stockholding employees. 
The owners, of course, are stockholding 
employees. Thus, if a Kintner associa- 
tion is organized by three doctors with 
the idea that each will participate in a 
qualified pension plan, at least an 
equivalent number of other employees 
must also be eligible and included in 
the plan. 

The Service has a general rule of 
thumb that only a certain per cent of 
the total benefits of a plan may be 
allocated to highly compensated em- 
ployees. This total seems to be flexible 
to some extent and recent policy 
changes in the Revenue Service may re- 
sult in a somewhat less strict approach 
here than in the past. The cost of in- 
surance is generally higher for the pro- 
fessional man than for his secretary or 
other employee. Instances have arisen 
where the desirability of a plan was out- 
weighed by the fact that either other 
employees were required to be given 
too much, or the professional members 
would receive too little. However, many 
times the tax savings by the principals 
exceed the amounts paid for others. 

In counselling with a group consider- 
ing the adoption of an association, a 
realistic approach must be taken. It 
would be advisable to set down an out- 
line of the plan and get an advance ex- 
pression from the Pension Trust Unit 
as to whether it would be approved. If 
not, find out what modifications would 
make it acceptable. A decision can then 
be reached as to whether a modified 
plan, acceptable to the Service, is ac- 
ceptable to the client, the professional 
group. 


Reasonable salary problem 


Another area where a Kintner as- 
sociation can become a problem is in the 
tax deductibility of employees’ compen- 
sation. If amounts paid to the doctors 
as salary and year-end bonuses are 
deemed to be excessive and disallowed 
as a Federal income tax deduction, the 
effects of a double tax at the corporate 
and stockholder level on the dollar of 
gross income can, to a large extent, 
wipe out the other advantages of the 
association. Compensation paid by an 
employer is deductible only to the ex- 
tent that it is deemed to be reasonable. 
Revenue Agents have a habit of apply- 
ing a tighter standard of reasonableness 
to salary deductions than do the prin- 
cipals, particularly in the case of closely 
held corporations where the _ stock- 


holders are also the employees. 


There are two possible answers to 
this problem. The Tax Court recently 
passed on salary payments to the doc- 
tor-stockholders of a medical service 
corporation which received and paid out 
income from sources in addition to 
medical fees earned. The court approv- 
ed salary deductions equal to the bill- 
ings for services of the doctors. The 
court said that to this extent, the pay- 
ments represented reasonable compen- 
sation and were deductible. Payments 
in excess of that amount were held to 
be a distribution of corporate earnings 
to the doctors and nondeductible. 

This case must be considered as a 
two-edged sword but it is significant 
that the only distributions not deduct- 
ible in this case, (Klamath, 29 TC 339) 
were from sources other than the medi- 
cal practice. The corporation had 
acquired two hospitals and a hotel and 
thus had earnings in excess of fees pro- 
duced by its doctor-members. 


Subchapter § 


Another possible solution to the rea- 
sonable salary problem may fie in the 
provisions of Subchapter S of the Code, 
added by the Technical Amendments 
Act of 1958. This permits a so-called 
small business corporation to elect to 
be taxed as though it were a partner- 
ship. If the Kintner association, by 
hypothesis a “corporation” for purposes 
of the Internal Revenue Code, qualifies 
as a small business corporation, it might 
elect this treatment and become a part- 
nership where the reasonableness of the 
salaries paid becomes irrelevant for pur- 
poses of compensation. [It has been e- 
ported that the Treasury will seek legis- 
lation to bar pension plans by corpora- 
tions electing Subchapter S. See 11 
JTAX 278.—Ed.] This circuity may 
seem a little startling to the abstract 
logician. The tax laws have produced 
more unusual results. 

On balance, the solution of this prob- 
lem is to avoid it, if possible, by pay- 
ment of compensation to the doctor 
stockholder-employees which can be 
justified as reasonable under the cir- 
cumstances in the light of average earn- 
ings in the profession. The election 
under Subchapter S, which must be de- 
cided upon at the start of the tax year, 
has certain tax disadvantages in return 
for the protection from salary disallow- 
ances. If the association elects to be 
taxed as a partnership, all of the net 
earnings of the operation will become 
taxable to the individuals at their high 














individual rates, whether distributed or 
not, and no advantage will be obtained 
from the accumulation of earnings after 
taxes at a lower corporate level. 

The final problem to consider is what 
happens if your clients become dis- 
enchanted with their plan after it is 
adopted. Forming a “corporation” can 
be, and generally is, a tax-free event. 
Liquidating one is not. Normally the 
stockholders realize a capital gain or 
loss at this point measured by the dif- 
ference between the cost of their stock 
and the fair market value of the assets 
received upon liquidation. In _ these 
cases either figure may be somewhat un- 
certain. The cost basis of a partnership 
interest, should an existing partnership 
be converted to an association, is not 
always too clear. The value of what is 
received in liquidation is almost sure to 
be even less clear. Hasty action to 
terminate an association may result in 
more tax headaches than hasty action 
to create one, so proceed with caution 
at both ends of the road. 


Law firms interested 


An interesting question, yet unre- 
solved, is whether the Kintner plan so 
widely adopted by the medical profes- 
sion can or will be adopted by the legal 
profession. I understand that at least 
one large New York City law firm has 
announced its intention to take ad- 
vantage of it as soon as the Treasury 
some of the 
rules of the game. At least one Cali- 
fornia law firm has already formed it- 
self into such an organization. Some 
members of the legal profession feel a 
problem in ethics is involved which, so 
far as I know, has not to date troubled 
the doctors. Certainly the ‘Treasury 
studies the loss of revenue from all self- 
employed people and not just in the 
medical profession in its evaluation of 
the economic impact of the plan. Per- 
sonally, I see no reason why a legal part- 
nership may not avail itself of the bene- 
fits of Kintner as freely as would a 
medical partnership. Perhaps, lawyers 
are by 
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inclination too conservative to 
pioneer in such a field. 

To summarize, the retirement benefits 
inherent in a Kintner type of associa- 
tion for the benefit of the professional 
man who may not take advantage of a 
true corporation are very real and ex- 
tensive. The basic problem is one of 
the conveniences and ad- 
vantages against the inconveniences and 


disadvantages. Perhaps a sound ap- 


balancing 


proach would be to consider it without 
any qualified retirement plan in the 
picture. Then consider that to be frost- 
ing on the cake. Too much loose think- 
ing has pervaded the field of what can 
be done with respect to a Kintner as- 
sociation. Too many plans have been 
sold without a full realization that, life 
being what it is, very few advantages 
are without some cost. If they are 
adopted it should be after realistic ap- 
praisal. vr 


IRS to rule soon on basis 
after partners incorporate 


ORDINARILY THE INCORPORATION of a 
partnership raises few immediate tax 
problems; the exchange is taxfree and 
the assets are taken over by the corpo- 
ration at the basis to the partnership. 
Suppose, however, the partners’ basis for 
their interests are different from the 
partnership basis for the assets. Then 
both the corporate basis for the assets 
and the basis of the stock in the hands 
of the former partners can depend on 
whether the partners transfer their in- 
terests to the corporation (which then 
liquidates the partnership) or the part- 
ners first windup the partnership and as 
individuals transfer the assets to the new 
corporation. 

in which there 
is a variance in basis for assets and for 
interests arises when one partner buys 


A common situation 


out another at a price below the al- 
locable basis of partnership assets. If 
that is incorporated the 
question of what really happens in such 
an exchange will arise. Did the partners 
liquidate the partnership and _ transfer 


partnership 


assets as individuals or did they trans- 
fer partnership interests to the corpo- 
ration, which in turn liquidates the 
partnership? 

If partners A, B and C each has a 
$10,000 basis for his partnership in- 
terest and the partnership has a basis 
for partnership property of $30,000, no 
particular basis problem arises in the 
event of incorporation of the partner- 
ship under Section 351. 

In general terms, this Section provides 
that if property is transferred to a cor- 
poration in exchange for its stock and 
if the transferors of the property are 
thereafter in control of the corpora- 
tion, no gain or loss is recognized. As a 
concomitant of the nonrecognition of 
gain rule, the basis of the transferred 
property in the hands of the corpora- 
tion remains the same as in the hands 
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of the transferor, and the stock received 
takes the same basis as the property 
transferred. The corporation holds assets 
with a basis of $30,000 and the basis of 
A, B and C’s respective stock is $10,000. 
However, assume that the partnership 
had not been profitable and that, prior 
to incorporation, partner A _ bought 
out C’s interest for $1,000. Partner A 
then has a basis for his interest in the 
partnership of $11,000, partner B's basis 
remains at $10,000 and the basis of the 
partnership property is $30,000. 

At the present time, the Tax Rulings 
Division of the IRS is considering the 
basis problem which arises in the event 
of incorporation of the partnership after 
A buys out C. It will be observed that 
a substantial difference in result occurs 
with respect to the basis of stock in the 
hands of A and B, depending on which 
view of the transaction is taken: if it is 
that the partnership has 
transferred assets to the corporation in 
exchange for stock, the total basis of 
the stock held by the partnership is 
$30,000. On the other hand, if the part- 
ners are regarded as having transferred 
their partnership interests to the corpo- 
ration in exchange for stock, A will have 
a basis for his stock of $11,000 and B 
will have a basis of $10,000, or a total 
basis of $21,000. 

It is understood that IRS will soon 
a ruling which will state which 
view it takes of an incorporation of a 


considered 


issue 


partnership. Meanwhile, taxpayers seek- 
ing to incorporate a partnership, but 
who want to avoid any possible doubt as 
to the basis of their newly acquired 
stock, have the partnership or- 
ganize the corporation and continue 
the partnership in existence for pur- 
poses of holding the stock as a partner- 


can 


ship asset. v 


Regulation soon on status 
of real estate syndicates 


For YEARS, the formation of 
unincorporated real estate syndicates 
has been inhibited by the uncertainty 
surrounding the tests for determining 
whether such syndicates are associations 
taxable as corporations. For two years, 
the Internal Revenue Service and the 
Treasury Department have been wrestl- 
ing with proposed Regulations govern- 
ing this problem; and it is now under- 
stood that the Department is hopeful of 
issuing the Regulations as a Notice of 
Proposed Rule Making this year. 
However, whether the issuance of the 
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proposed Regulations will in fact al- 
leviate the uncertainties surrounding 
this problem is another matter. When, 
two years ago, the Regulations. were 
first prepared in the Legislation and 
Regulations Division of the Office of the 
Chief Counsel of the Internal Revenue 
Service, it was understood that they sub- 
stantially repeated the old Regulations 
under Section 3797 of the 1939 Cede. 
But when these proposed Regulations 
were reviewed in the Treasury Depart- 
ment, they were considerably revised 
and returned to the Internal Revenue 
Service for further consideration. 

It is understood that the Treasury 
version of the proposed Regulations in- 
troduced a “preponderance of character- 
istics” test for determining when a syn- 
dicate or other unincorporated venture 
would be taxable as a corporation. The 
test would be factual determination in 
each instance, in which all the indicia of 
corporate resemblance enumerated by 
the Supreme Court in Morissey (296 
U.S. 344, 1935), would have to be taken 
into account. This approach to the prob- 
lem represented a departure from the 
prior Regulations, which generally em- 
phasized the important features of cen- 
tralized management and continuity of 
life. In addition, it is reported that the 
Regulations as revised by the Treasury 
Department would have required a sub- 
stantial capital contribution by the gen- 
eral partners of a limited partnership 
for such a partnership not to be re- 
garded as a corporation. 

Since the proposed Regulations will 
be the Treasury interpretation of the 
law back to the date of the enactment 
of the 1954 Code, the Tax Rulings Divi- 
sion of the Internal Revenue Service is 
currently refusing to issue advance rul- 
ings on this question until the pro- 
posed Regulations are issued. However, 
if the proposed Regulations do, in fact, 
emerge with a preponderantly factual 
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test similar to that contained in they 


Treasury version, many taxpayers are 
fearful that the Service will permanent- 
ly decline to rule in advance on this 
question, under its long-established 
policy of not giving prospective rulings 
on essentially factual issues. If this 
should prove to be the case, the inability 
of tax advisers to determine in advance 
the tax status of unincorporated syndi- 
cates will continue indefinitely. Without 
doubt, further litigation would be re- 
quired to clarify the rules. 

Several applications for rulings are 
pending with the IRS which involve 
trusts in which there is no power under 





No loss allowed to “partner” who never 
acquired vested interest. Taxpayer's 
$300,000 share of capital contribution 
to a cattle-ranch partnership was lent to 
him by the other partner. The agree- 
ment, executed in January, 1952, pro- 
vided for the commencement of the 
partnership in April, 1952. It also pro- 
vided that taxpayer’s interest would not 
become vested until the note supporting 
the. $300,000 loan was fully paid. The 
note was payable solely out of taxpayer's 
undivided one-half interest in the 
profits and was neither assignable nor 
negotiable. Taxpayer was to devote his 
full time to the business and was to be 
paid a salary of $10,000 per year in addi- 
tion to his share of the profits. In 
August, 1952, the partnership was dis- 
solved, showing a net operating loss of 
$80,000. Under a dissolution agreement, 
taxpayer’s share of the assets was valued 
at $312,470. $300,000 was used to pay 
off the notes, and taxpayer received the 
balance of $12,470. The court denies 
taxpayer a deduction for a share of the 
loss. Taxpayer never acquired a vested 
interest in the partnership and there- 
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New partnership decisions this month 


the governing instrument to vary the 
investment of the certificate holders 
which trusts passively hold title to real 
property managed by an independent 
tenant. The Regulations have for many 
years indicated that such passive trusts 
are not taxable as corporations (Regs. 
Section 39.3797-2). Taxpayers are hope- 
ful that the Service will continue to rule 
favorably on this particular type of un- 
incorporated real estate syndicate, both 
before the new Regulations are pro- 
posed and thereafter regardless of the 
extent to which the Regulations may in- 
corporate the preponderance of charac- 
teristic test. w 


fore, bears no part of its loss. The 
amount received on dissolution is 
separation pay, and not proceeds from 
the sale of a capital asset. The court 
comments that even if the $12,470 was 
found to be a capital gain, the result 
would be the same since the partnership 
was in existence for not more than six 
months and the gain would have been 
short term. Dorman, DC Nev., 6/30/59. 


Partnership interest sold, not aban- 
doned. Wanting to retire from business, 
taxpayer caused a partnership of which 
he was a member to go into liquidation. 
During the course of the liquidation, he 
signed an agreement transferring his 
partnership interest to his partner, who 
assumed all liabilities. Taxpayer con- 
tended he abandoned his interest and 
should be allowed an ordinary loss de- 
duction. The court finds, however, that 
there was a sale of the partnership in- 
terest and a capital loss. There was no 
provision in the partnership agreement 
for a forfeiture upon the retirement of 
a partner. Wilkinson, DC Ala., 9/30/59. 


Minor children not recognized as part- 
ners. Taxpayer's four minor children 
are not recognized as valid partners in 
a general machine repairs business 
formed in 1942 and incorporated in 
1944. The court, applying the Culbert- 
son test of whether the parties intended 
to join in business together, holds the 
partnership not valid for tax purposes. 
The guardians of the children took no 
part in the partnership activities; they 
did not participate in management or 
control; and they did not make any real 
contribution to the parnership capital. 
[Since 1951 the Code has contained spe- 
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cial provisions dealing with the treat- 
ment of family partnership.—Ed.] Kin- 
mont, TCM 1959-163. 


Valid family partnership formed. Tax- 
payer contended an interest in a fam- 
ily partnership was beneficially owned 
in equal shares by him and his two sis- 
ters, even though the interest was on 
record in the name of taxpayer. His 
father lent him $5,000 to go into a 
leasing venture which would require no 
active effort on his part. It was the 
understanding that his minor sisters 
were to share equally in the profits, but 
no formal agreement was drawn until 
the beginning of the taxable year at 
issue. The Tax Court found the sis- 
ters rendered no services whatsoever to 
the business nor did they make any 
capital contribution either by gift or 
otherwise. It also found taxpayer did 
not hold the interest in trust for the 
benefit of himself and his sisters. The 
majority of this court disagrees. It finds 
the record supports a partnership in 
which the sisters received capital as a 
gift. One dissenter agrees with the Tax 
Court that taxpayer merely assigned the 
partnership income to his sisters after it 
had been earned by him. Neil, CA-5, 
8/13/59. 


Distributable partnership income tax- 
able to each partner up to date of 
termination [Acquiescence]. Two 
brothers, Harry and William, conducted 
a scrap metal business as equal partners 
and reported the partnership income 
on a calendar-year basis. Their associa- 
tion was not harmonious and, after 
many proposals and counterproposals 
and several notices of dissolution of the 
partnership, Harry, by agreement dated 
April 21, 1951, sold out his interest to 
William for $125,000, a price arrived at 
by reference to the January 1, 1951, 
status of the business. On the facts as 
shown, the court concluded that the 
partnership continued in full force and 
effect until it was terminated by the 
April 21, 1951, agreement and up to 
that date Harry was a full 50% partner 
in every respect and taxable on half of 
the distributable income. Est. of Gold- 
stein, 29 TC 931, acq., IRB 34. 


Doctor and estate not partners; pay- 
ments were to buy practice and not de- 
ductible. Taxpayer, a doctor, contracted 
to assume the practice of a deceased 
physician; a “profit sharing agreement” 
with the deceased doctor's widow pro- 
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vided that profits from the operation of 
the practice be divided 60% to the tax- 
payer and 40% to the estate for a two- 
year period. Thereafter, taxpayer was to 
own the entire practice, including 
patient lists and the office leasehold. 
Office furniture and fixtures were to 
become the property of the estate. The 
court holds that this is not a_profit- 
sharing agreement, but a purchase and 
sale contract, and that 100% of the 
income from the practice is taxable to 
taxpayer. The 40% share paid to the 
estate is a capital expenditure. Herz- 
berg, DC Ind., 6/19/59. 


Partner taxable on full share despite 
obligation to pay part to another. Tax- 
payer and his father were, with others, 
members of a partnership. Upon the 
father’s death his estate sold its in- 
terest in the partnership and the son 
and other partners continued in busi- 
ness. The mother began proceedings 
against the will and in settlement of 
the dispute taxpayer-son agreed to pay 
her 10% of the profits of the business. 
This he did and he excluded the pay- 
ments from his taxable income from the 
partnership. When the Commissioner 
asserted that taxpayer was taxable on 
the amounts paid over to his mother, 
taxpayer had the agreement rescinded 
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by court action as not reflecting the in- 
tent of the parties and replaced by a 
new one which transferred to the 
mother an interest in the partnership it- 
self. The court finds the new agreement 
powerless to affect the tax status of the 
parties retroactively. During the years at 
issue taxpayer was taxable on his full 
partnership share; he was not a trustee 
for his mother. Eisele, DC Tenn., 9/24/ 
59. 


Purchase of partner’s interest in part- 
nership property did not increase part- 
nership’s basis (Old Law). A partner- 
ship purchased for $70,000 one of the 
partners’ interest in certain partnership 
securities. This selling partner, however, 
retained his interest in other partner- 
ship property. Taxpayer, another part- 
ner, claims that the Code allows an 
allocation of the purchase price to the 
partnership securities, thus giving them 
a stepped-up basis. The Tax Court rules 
that since no new assets were actually 
acquired by the partnership in the pur- 
chase, there is no reason to disturb the 
cost basis of specific partnership assets. 
[The 1954 Code provides specific rules 
for the treatment of basis of remaining 
assets when a partner’s interest is pur- 
chased by the partnership.—Ed.] Miller, 
32 TC No. 84. 


New decisions on exempt TRIAL ATAATOYL ES 


Foundation operating swimming pool 
exempt [Acquiescence]. A foundation or- 
ganized to build and operate a swim- 
ming pool for the residents of a certain 
school district was held by the Tax 
Court to be a charitable organization 
and contributions to it allowable as de- 
ductions. The IRS had non-acquiesced 
in that decision (CB 1955-1, 8). It now 
withdraws the non-acquiescence and 
acquiesceses. In Rev. Rul. 59-310, how- 
ever, it points out that it does not agree 
with the implication in the Peters de- 
cision that every nonprofit organization 
dedicated solely to the promotion of so- 
cial welfare should be classified as 
charitable; it agrees that the foundation 
concerned in that case was charitable. 
Peters, 21 TC 55, acq. IRB 1959-38. 


*Public swimming pool qualifies as 
charity. A nonprofit corporation operat- 
ing a swimming pool and other recrea- 
tional facilities as a public undertaking 
for the children and other residents of 





a community is held to qualify as a 
charity. This particular swimming pool 
was for the benefit of a low-income 
neighborhood; funds for its operation 
had been raised by public subscription. 
In the event of dissolution the assets of 
the corporation will be turned over to 
recognized charities. It serves, the IRS 
said, a generally recognized public pur- 
pose which tends to lessen the burdens 
of government. In its ruling the Service 
withdraws an earlier non-acquiescence 
in the Peters case, (involving a similar 
corporation), and states that it now 
acquiesces in that holding although not 
with the implication therein that every 
organization operated exclusively for the 
promotion of social welfare should be 
classified as charitable. Rev. Rul. 59-310. 





**indicates a case or ruling of un- 
usual importance. 


*indicates a case or ruling having 
some novelty or unusual interest. 
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IRS often violates rules 
on preparers, CPA finds 


In MANy IRS districts preparers of re- 
turns, given extremely limited rights to 
defend them before agents, are in fact 
being allowed to go further. Wallace M. 
Jensen, CPA of Detroit, Michigan re- 
ports that answers to a questionnaire he 
had sent to practicing CPAs around the 
country showed that in many places the 
IRS has taken short cuts and failed to 
observe the formal requirements. In dis- 
closing this situation to the annual meet- 
ing of the American Institute of Certi- 
fied Public Accountants in San Fran- 
cisco in October, Mr. Jensen urged that 
the IRS take steps to insure that the 
regulation governing preparers, adopted 
to make sure that persons represent- 
ing taxpayers do not undertake tasks 
beyond their competence, be uniformly 
enforced as a protection to taxpayers. 

The AICPA had originally taken the 
position, Mr. Jensen said, that the right 
of representation of taxpayers by unen- 
rolled persons should be limited to the 
office-audit level since the major prob- 
lem seemed to be with the large volume 
of individual returns having an ad- 
justed gross income of less than $10,- 
000. 

At joint meetings in June 1958 with 
of the Institute, the 
American Bar Association, and the Na- 


representatives 


tional Society of Public Accountants, the 
government tentatively proposed that a 
person who prepared a Federal tax re- 
turn of any type should be permitted, 
without enrollment, to represent the 
taxpayer as to that return, including 
representation at the Revenue Agent 
level and possibly the Group Chief level 
but not at the Appellate Staff level. ‘The 
AICPA representatives pointed out, Mr. 
Jensen said, that a large proportion of 
partnership and corporation returns, 
and some individual returns of a sole 
proprietorship, involve highly complex 
issues of accounting which require a 
comprehensive understanding of the In- 
ternal Revenue Code. They pointed out 
that in order to protect the interests of 
the public persons should be required to 
demonstrate their competence in tax 
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matters before handling complex busi- 
ness questions. Representatives of the 
American Bar Association agreed with 
the Institute that the representation by 
the preparer should not be permitted at 
the Group Chief level but were not as 
concerned in limiting it to individual 
returns at the Revenue Agent’s level. 

The final Regulations governing this 
change became effective on March 15, 
1959. The Service strictly limited the 
scope of activities permitted. An unen- 
rolled person, to whom the Treasury 
refers as a preparer, is permitted to 
represent the taxpayer before the exam- 
ining agent; he is not recognized at the 
informal conference stage or higher. He 
is limited to defending excise, employ- 
ment and income tax returns for in- 
dividuals; he may represent a corpora- 
tion only if he has also prepared the in- 
dividual returns for the corporate ofh- 
cers for the same period. Simultaneously 
Rev. Proc. 59-3 was published dealing 
with standards of conduct, extent of au- 
thority, and circumstances and condi- 
tions governing recognition of unen- 
rolled preparers of returns. 


Actual experience 


On August 31, Mr. Jensen said, he 
sent a letter containing 14 specific ques- 
tions, most of them dealing with the 
procedure of examination of returns at 
the Revenue Agent’s level, to about 50 
CPAs throughout the country. “I se- 
lected mostly members or former mem- 
bers of the Committee on Federal Taxa- 
tion or members or former members of 
Council; leaders of the profession in their 
areas; 95% of those to whom I wrote 
replied, and some of them obtained let- 
ters from other CPAs in their locality. 
I had 141 helpful replies from CPAs lo- 
cated in 26 states. 60% of the replies 
came from CPAs in cities having a sub- 
office where one or more Revenue 
Agents were stationed with a senior 
Revenue Agent, and possibly a Group 
Chief, in charge. I deliberately did not 
write to CPAs in large cities as I wanted 
to get information on practice at the 
grass roots. 

“In my letter I suggested that the 
CPA might know some of the Revenue 


Agents and Group Chiefs in his area 
well enough to draw on their exper- 
iences. It occurred to me that they might 
be able to get some comments which 
normally would not be submitted in 
formal reports. From the replies which 
I received, it is clear that most of my 
informants did discuss my questions with 
internal Revenue Agents and Group 
Chiefs and a few of them discussed the 
problem with higher officials in the 
district offices. 

“Thus even though the sample is 
small, it is well diversified and, in my 
opinion, should be reliable.” 

One question dealt with Section 2.01 
of Rev. Proc. 59-3, which limits the right 
of representation by a non-enrolled per- 
son to one who signed a return as hav- 
ing prepared it for the taxpayer. It 
asked whether the Service was adhering 
to this limitation or whether they also 
recognized employees of the preparer, 
such as employees of a bookkeeping 
service. 60% of the replies stated that 
this rule was being observed, but one 
third of the replies stated that the rule 
was not observed. The remdinder indi- 
cated that, while the rule was generally 
followed, there were exceptions. The 
fact that the Revenue Agent frequently 
deals with anyone from whom he can 
obtain information regarding a return, 
presumably as a “witness,” would seem 
to be permissible under Rev. Proc. 59-4, 
issued last February and revising Mimeo 
No. 58 (1952). 

The right of representation is limited 
to the taxable year or years covered by 
the returns signed by the preparer. How 
is this limitation being observed by the 
Service? Only 30% of the replies stated 
that the rule was being observed, an- 
other 30% indicated that there were 
many exceptions, and 40% stated that 
the rule was not observed. This may be 
due to the desire of the Revenue Agent 
to expedite his examination by obtain- 
ing the facts from whomever can furnish 
them. 


Corporate returns 


The right of representation does not 
extend to corporate income tax returns 
unless the person who prepared the 
corporate return also prepared the in- 
dividual returns of any of the corpo- 
rate officers. About half of the replies 
stated that the rule was being ob- 
served. The other half pointed out 
that it was not observed. This could be 


more serious as we do not know the 
size of the corporate returns nor the 
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complexities which may have been in- 
volved. The fact that many examin- 
ing Agents deal with the nonenrolled 
person in the examination of corporate 
returns, whether or not it was related 
to the individual returns, could raise a 
serious question as to need for protect- 
ing the taxpayer by requiring demon- 
strated competence on the part of the 
taxpayer's representative. 

The Institute had suggested that the 
extension of the right of nonenrolled 
persons to represent taxpayers be 
limited initially to individual returns at 
the office-audit level. The limitation was 
not adopted but, in actual practice, were 
most of the examinations limited to such 
returns? 60% of the replies stated that 
the examinations were mostly at the 
office-audit level, 10% stated that they 
were mostly in the field examination 
area, and the remaining 30% stated that 
it included both. It is difficult to reach 
any conclusion with respect to this 
question because it is known that in 
some of the district suboffices no formal 
procedure for office-audit exists and the 
Agent himself may determine whether 
te ask the taxpayer to come in or to 
go to the taxpayer’s office. Likewise, 
there is no information as to what por- 
tion of the field examinations were in- 
dividual returns or corporate returns. 


Authorizations 


Section 2.08 of Rev. Proc. 59-3 re- 
quires that proper written authoriza- 
tion from the taxpayer be filed and two 
alternative forms were provided for that 
purpose. A form was also provided for 
a contingent fee statement to be ob- 
tained from the nonenrolled person. 
Only half of the informants stated that 
this rule was being observed in their 
locality. The other half reported that 
the requirement was not observed, and, 
in many cases, was disregarded. For in- 
Stance, some reported that as long as 
the representative had some evidence, 
such as the letter which had been sent 
to the taxpayer by the Revenue Service 
or a copy of the taxpayer’s return, the 
Agents dealt with that person. If the 
taxpayer accompanied the representa- 
tive, then no written authorization was 
obtained. It was reported in some cases 
that the form had never been used, and 
in two or three cases the Revenue Serv- 
ice representatives with whom the in- 
formants discussed the matter were not 
even aware of the requirement. In fact, 
several stated that the local office in- 
tended to adopt the procedure now that 


the requirement had been called to 
their attention. 


Dealing with Group Chief 


One of the most important questions, 
Mr. Jensen said, dealt with the point 
that the right of representation does not 
include representation of the taxpayer 
at the informal conference level with 
the Group Chief. He inquired whether 
that rule was being observed or whether 
the Group Chiefs were, in fact, dealing 
with the nonenrolled preparer of a 
return as a representative. The replies 
to this question were startling. Only 
56% of the replies indicated that the 
rule was being strictly observed in the 
locality, 33% reported that the rule was 
not observed and was frequently Gisre- 
garded, while the remaining 11% con- 
ceded that exceptions had been made 
to the strict requirement. The inform- 
ants explained that in many cases the 
taxpayer came to the informal confer- 
ence accompanied by the preparer. The 
preparer was then admitted to the con- 
ference as a “witness” in accordance 
with the provisions of Rev. Proc. 59-4. 
Once the nonenrolled person was ad- 
mitted to the conference, the Group 
Chiefs frequently drew no line of dis- 
tinction between a witness and an ad- 
vocate, and permitted the preparer to 
argue the case. In some cases the Group 
Chief outlined the status of the pre- 
parer as a “witness” at the start of a 
conference but that is as far as it goes. 
Some of the Revenue Agents pointed 
out to those reporting that the distinc- 
tion between obtaining information 
from a witness and arguing a tax case 
with a representative is a very fine one. 
Because of the admitted difficulties in 
drawing the line, they used good judg- 
ment and latitude for the purpose of 
trying to effect a closing of the case. 
One of the informants reported that the 
only difference seemed to be in the way 
the Group Chief wrote up his report. 

The inconsistency in practice is even 
more apparent in the reply of one CPA 
who reported both extremes in the same 
district. The CPA talked with two dif- 
ferent Group Chiefs in his district. One 
of them stated that he was observing 
the rules strictly and, if it was necessary 
to admit a nonenrolled person as a 
witness, he would obtain the necessary 
information and then dismiss him. The 
other Group Chief was aware of the 
requirement but made mention of his 
right to obtain information from the 
preparer as a witness. It seemed clear 


Professional tax practice + 343 


to the informant that the Group Chief 
dealt with nonenrolled persons much 
as he would with enrolled persons. 

The replies to this question show that 
the limitation on appearance at the 
informal conference level before the 
Group Chief is very liberally interpreted 
by some Revenue Service representa- 
tives. Such interpretation seems to re- 
sult primarily in expediting settlements 
and meeting schedules as to the number 
of returns processed, but it clearly raises 
a question as to whether the taxpayer 
and the public generally are protected. 

Another question related to the re- 
quirement in Section 2.07 that the pre- 
parer of the return is expected to sug- 
gest to the taxpayer that he can seek 
the advice or services of an enrolled 
person when such assistance is needed. 
About half of the informants stated that 
there had been some referrals but also 
indicated that most of the referrals had 
been made at the suggestion. of the 
Revenue Agents rather than by the pre- 
parer. The remaining half of the replies 
indicated no experience with respect to 
this procedure. 

Section 7.03 provides that Revenue 
Service personnel who have reason to 
believe that a preparer’s conduct or 
practices have been such as would ren- 
der him ineligible are supposed to re- 
port such information through channels 
to the Director of Practice. The re- 
sponse to the inquiry in this area was 
that sufficient time had not elapsed to 
determine how this provision is being 
observed. Only one verbal report had 
been noted but my informants had been 
advised that reports had been made in 
the past and probably would be made. 

To obtain an over-all reaction to the 
experience with respect to these proce- 
dural rules, Mr. Jensen inquired 
whether the extension of the right of 
representation to nonenrolled persons 
had been of any real help to the govern- 
ment in auditing more returns more 
efficiently. Only 10% of the replies in- 
dicated that the new rules had helped. 
Another 10% stated that the new rules 
had not yet shown any significant differ- 
ence. The remaining 80%, of the replies 
stated that it had made no difference in 
the examination of returns. Many gave 
a similar reason, namely, that the new 
rules were merely a recognition of the 
prior practice in the field. 

It would appear that merely publish- 
ing the rules in the Internal Revenue 
Bulletin is not enough and that follow- 
up procedures are required. In many 
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districts it is now customary for the 
district offices to hold seminars dur- 
ing the latter part of the year for the 
purpose of reviewing procedural rules 
and changes made during the year in 
such rules. It is to be hoped that further 
discussion and education within the 
Service itself with respect to the rules of 
procedure will result in greater uni- 
formity and conformance with the re- 
quirements. 


CPA as signer 


Mr. Jensen also inquired whether 
Revenue Agents generally expected that 
a CPAs signature on a return indicated 
a degree of responsibility beyond that 
of some other preparer. 75% of the 
replies indicated that the Revenue Serv- 
ice personnel whom they had consulted 
gave an affirmative answer without 
qualifications. Another 15% also an- 
swered affirmatively, but qualified their 
remarks to indicate that Revenue Serv- 
ice representatives had knowledge of 
certain CPAs whose work they had rea- 
son to question. Only 10% of the replies 
indicated a “no” answer, and each of 
those stated that it would depend upon 
the individual. Explanatory remarks in- 
dicated that each local Revenue office 
had its own informal black list of per- 
sons whose work they had occasion to 
question. Unfortunately, the replies in- 
dicate that some CPAs were on 
black lists. 


those 


Need for uniformity 


These new rules have been adopted 
primarily for the purpose of expediting 
the settlement of tax liabilities. How- 
ever, we must never lose sight of the fact 
that procedural rules can be justified 
only if they adequately protect both the 
taxpayer and the government. The facts, 
Mr. Jensen said, indicate that in many 
parts of the country representatives of 
the Revenue Service have taken short 
cuts and failed to observe the formal 
requirements, probably for the purpose 
of increasing their efficiency in the ex- 
amination and closing of returns. That 
is fine to the extent that the taxpayer 
is not hurt in the process. 

For instance, the taxpayer may have 
employed a nonenrolled person to pre- 
pare his return, believing that his re- 
turn is not too complicated and recog- 
nizing that it might be more costly to 
employ an enrolled attorney or agent. 
In many cases the taxpayer may not 
know the difference between an enrolled 
person and a nonenrolled person in so 
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far as his status in dealing with the Rev- 
enue Service is concerned. If questions 
arise in the examination of his return 
and a dispute or controversy develops, 
how does the taxpayer find out about 
the procedural differences as they apply 
to an enrolled person or a nonenrolled 
person? The fact may be that the non- 
enrolled preparer is not competent to 
handle the particular questions in- 
volved, but how does the taxpayer know 
that? 

If an agreement cannot be reached 
with the examining Agent, a letter, 
Form L-19, is sent to the taxpayer list- 
ing on the reverse side the examining 
officer's proposed adjustments. That let- 
ter contains a statement as follows: 

“You may be accompanied by any 
witnesses having knowledge of the facts 
or who can furnish information in sup- 
port of your position. If you desire to 
be represented by someone (whether or 
not you are personally present), he must 
be enrolled to practice before the Treas- 
ury Department or must otherwise 
qualify under Department Circular No. 
230, and a power of attorney in his 
name must be filed in duplicate.” 

If that letter is, as a matter of policy, 
mailed to the taxpayer, he is put on 
notice as to the technical requirements. 
Whether he would understand it and 
realize what it means in so far as his 
own preparer is concerned is another 
matter. The comment received from the 
accountants queried indicated that in 
some cases Revenue Service personnel 
themselves suggested to the taxpayer 
that he go to an enrolled attorney or 
agent for advice. Perhaps the Revenue 
Service might well consider amplifying 
its comment in Form L-19 to insure that 
the taxpayer has a clear understanding 
as to just what the rules mean, he said. * 


Estate planning is practice 
of law, ABA group holds 


A NON-LAWYER, or business firm, per- 
forming or offering to perform the whole 
job of estate planning is engaged in un- 
authorized practice, says a formal opin- 
ion just issued by the American Bar 
Association Committee on Unauthorized 
Practice of the Law. In the light of the 
recent growth in estate planning services 
throughout the country, the opinion is 
one of unusual interest to tax practi- 
tioners. 

The mere advertising of such services 
constitutes unauthorized practice, the 
opinion holds. It doesn’t correct the 


situation if the suggestion is made that 
legal advice given by a non-lawyer may 
be “reviewed” by an attorney, because 
neither corporations nor laymen may 
practice law directly or hire lawyers to 
practice for them. 

Trowbridge vom Baur, of Washing- 
ton, D. C., general counsel for the Navy 
Department and chairman of the ABA 
Committee, said the opinion had been 
in careful preparation over a period of 
more than year. He said the committee 
drafted it in response to inquiries, to 
“clarify the rights and obligations of all 
persons interested in the field of estate 
planning, as well as to discourage per- 
sons who are not lawyers from engaging 
in the unauthorized practice of law.” 
The opinion was approved by the Sec- 
tion of Real Property, Probate and 
Trust Law. 

The opinion makes a distinction be- 
tween the non-legal and legal phases of 
estate planning, stating: “It should be 
recognized that there are certain lay 
activities which are legitimate aspects of 
estate planning and which do not in- 
volve legal work, but which are in the 
nature of an analysis of the facts and 
assets of an estate in relation to eco- 
nomic needs. . . This may extend to giv- 
ing general information as to laws affect- 
ing the disposition of estates, though 
without any specific application thereof 
to a particular estate or individual. 


Next special enrollment 
exam will be in Fall, 1960 


THE TREASURY is scheduling another 
examination of persons who are neither 
lawyers nor CPAs for special enrollment 
to practice. Because the Fall seems to 
be a more convenient time than June, 
the 1960 examination will be several 
months later than the 1959 one. The 
Treasury intends to hold similar ones 
frequently as part of its program to 
increase the number of enrolled per- 
sons, John P. Weitzel, Deputy to the 
Secretary of the Treasury, told the an- 
nual meeting of the American Institute 
of Certified Public Accountants at San 
Francisco in October. The Treasury has 
long felt that there were too few per- 
sons actively practicing before the Treas- 
ury to properly represent the increasing 
number of taxpayc-s. “In 1938,” he 
said, “when only 7.5 million income tax 
returns were filed, there were approxi- 
mately 50,000 enrollees. In 1958, over 
62 million income tax returns were filed 


and there were somewhat less than 70,- 
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000 individuals enrolled to practice. 
Thus, in the last 20 years, the number 
of income tax returns filed has increased 
over 700%, whereas the number of 
enrollees has increased only 36%. On 
top of this, many lawyers obtain en- 
rollment primarily to handle a particu- 
lar tax case and do not regularly prac- 
tice in the tax field and a significant 
portion of both enrolled lawyers and ac- 
countants are, quite frankly, not inter- 
ested in preparing an income tax return 
of a taxpayer with modest income or in 
representing him before the Revenue 
Service in connection with the relative- 
ly simple questions which may come up 
on audit. 

“This increased need of taxpayers 
being apparent, Treasury and the Rev- 
enue Service in 1957 began exploring 
possible solutions,” Mr. Weitzel ex- 
plained. “As this study progressed it 
first became evident that the then exist- 
ing examination procedure should be 
revised. In the ten years 1949 through 
1958, a total of only 163 individuals 
took the examination and 21 passed. At 
the same time, the Treasury felt that 
there were many practicing public ac- 
countants possessed of the technical 
competence and good character which 
really should entitle them to Treasury 
cards. Therefore, it was decided that the 
examination should be revised and on 
October 31, 1958, it was announced 
that under existing authority in Circu- 
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lar No. 230 a new type examination 
would be devised for properly qualified 
applicants, who were not eligible for en- 
rollment as lawyers, certified public ac- 
countants or former Internal Revenue 
Service officers and employees. 

“The new examination was not to be 
as difficult as the examinations given in 
the past but was to be designed to test 
adequately the technical competence of 
applicants to represent taxpayers at all 
levels of the Service. Minimum educa- 
tion and experience qualifications were 
established to limit individuals sitting 
for the examination to those who might 
be expected to have a reasonable pros- 
pect of passing. 

Approximately 2,500 persons applied 
to take the June 1959 examination. 
2,188 met the qualification standards 
and took the examination; 58% passed. 

All who passed are being investigated 
carefully and required to establish their 
good character and reputation. Those 
meeting these requirements are being 
issued Treasury cards. The investiga- 
tions and the issuance of cards are now 
nearing completion. 

The Treasury Department and the 
Revenue Service are very pleased with 
this first experience with the new ex-- 
amination. “We were gratified at the in- 
terest shown in it,” Mr. Weitzel said, 
“and are happy that through it there 
will now be well over 1,000 well-quali- 
fied new enrollees.” % 


New compensation decisions this month 


Forfeitable benefits paid by reason of 
death excludable up to $5,000. The 
Code provides that the $5,000 death 
benefit exclusion does not apply to 
amounts with respect to which an em- 
ployee possessed, immediately prior to 
death, a nonforfeitable right to receive 
the amounts while living. The IRS now 
rules upon the case of an employee 
whose right to receive pension benefits 
would be lost upon withdrawal of his 
own contributions to the plan, upon 
severing his employment. Because of this 
possibility of quitting, the employer’s 
contributions are, the IRS rules, forfeit- 
able. Consequently, amounts not exceed- 
ing $5,000 paid to a beneficiary be rea- 
son of the death of such an employee 
are excludable from gross income. Rev. 
Rul. 59-255. 


Annuities of servicemen must be fully 
included in gross income. The Uni- 





formed Services Contingency Option Act 
provides that an active or retired mem- 
ber of the uniformed services, entitled 
to receive retired pay, may elect to re- 
ceive a reduced amount in order to pro- 
vide one or more annuities payable after 
his death to his widow, or children. 
Since the entire cost of the annuity is 
borne by the serviceman, the full 
amount received is includible in income. 
Rev. Rul. 59-254. 


Amendment of unemployment benefits 
plan to provide separation payments 
does not affect employer deduction. An 
employer’s right to deduct contributions 
to a trust fund created solely to provide 
supplemental unemployment benefits to 
employees is not adversely affected by 
the fact that the plan is later amended 
to provide for lump sum separation 
payments to designated employees. Rev. 
Rul. 59-256. 


Disability retirement pay is exempt. 
When taxpayer was retired from the 
Navy, he was found not physically quali- 
fied for duty. However, his retirement 
pension was based on service time and 
he was rated as not disabled. The district 
court held that, since no part of tax- 
payer's retirement pay was based on dis- 
ability, he did not come within the pro- 
visions exempting armed forces disability 
pay from tax. This court reverses. Its re- 
view of the record leads to the conclu- 
sion that he was in fact retired for dis- 
ability, and qualifies for the exemption. 
Freeman, CA-9, 3/26/59. 


Sears’ termination of subsidiary’s pen- 
sion plan is not separation from em- 
ployment. Taxpayer was an employee 
of a wholly-owned subsidiary of Sears, 
Roebuck, making him eligible to par- 
ticipate in Sears’ pension plan. When 
Sears sold 50% of the subsidiary’s stock, 
employees of the subsidiary were no 
longer eligible and were given the right 
to withdraw their interests in the fund. 
This change of ownership, which did 
not affect the corporate existence of the 
subsidiary, is not a separation of tax- 
payer from employment and _conse- 
quently taxpayer does not come within 
the Code provision giving capital gain 
treatment to withdrawals upon separa- 
tion. The payment is ordinary income. 
McGowan, DC Wisc., 7/30/59. 


$20,000 gratuity is compensation to re- 
signing officer. Taxpayer was president 
of a corporation organized to manage 
the real property of Trinity Church in 
New York City. After serving for ten 
years at an annual salary of $22,500, he 
resigned. By corporate resolution, “in 
appreciation of services rendered” he 
received a “gratuity” of $20,000 provided 
that the corporation be released from 
claims for retirement and pension bene- 
fits accruing within a year of his resigna- 
tion. The court holds the payment is 
compensation. The taxpayer's duties 
were exclusively financial and there is 
no evidence that personal affection en- 
tered into payment. The test is not 
whether the donor is obligated to make 
payment. One judge dissents. He would 
adopt the test whether the payment 
was made to requite past services or to 
show good will and esteem to the donee. 
He concludes that taxpayer had al- 
ready been compensated, and that the 
payment was made out of a feeling of 
gratitude, and not as additional com- 
pensation. Stanton, CA-2, 7/6/59. 
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New cases on travel, education, help 


draw line between personal and business 


by HERMAN STUETZER, Jr. 


Every taxman counselling individuals who incur business expenses that contain 


some element of personal benefit must be familiar with the IRS rules as well as 


the less precise but perhaps more important attitude of the Tax Court toward these 


problems. Mr. Stuetzer here considers the present outlook for deduction of travel, 


education, clothing and other similar business expenses, for both the employed and 


the self-employed, in the light of recent cases and rulings. 


, om TERM FRINGE BENEFIT as inter- 
preted by many includes not only 
those benefits which under present law 
are clearly nontaxable (such as employer 
contributions to qualified pension and 
profit sharing plans, employer payment 
of group insurance premiums, employer- 
furnished meals and similar items) but 
also benefits derived by employees (such 
as from reimbursed business expenses) 
whose status is not always clear and 
which have not always been reported 
by employees for one reason or another, 
be it ignorance, doubt, or plain unvar- 
nished fraud. 

Whether or not this interpretation is 
correct is beyond the scope of this 
paper. However, it is because of the 
growth of this latter type of so-called 
fringe benefit that the Treasury has re- 
cently started to crack down on the re- 
porting and substantiating of reim- 
bursed expenses. 

That business expenses are subject to 
careful scrutiny by the IRS is under- 
stood by most employees. Their status is 
fundamentally the same as that of the 
self-employed, who have long been 
aware of the difficulty of distinguishing 
personal from business expense. If a 
self-employed accountant or lawyer 
can’t deduct the cost of a local lunch- 
eon, then an employed accountant or 
lawyer whose employer (be it firm or 
corporation) pays for (or reimburses 
him for) such a luncheon has taxable 
income without any offsetting deduc- 
tion. If a self-employed lawyer can’t de- 


duct the cost of taking his wife to the 
annual meeting of the American Bar 
Association, then an employed lawyer 
whose employer pays for (or reimburses 
him for) such cost has taxable income 
without an offsetting deduction. The 
test, personal or business, is the same 
for each. 

Any discussion of personal vs. busi- 
ness expenses begins with Section 162 
of the Code which allows: “. . . as a de- 
duction all the ordinary and necessary 
expenses paid or incurred during the 
taxable year in carrying on any trade or 
business including . . . (2) traveling ex- 
penses (including the entire amount ex- 
pended for meals and lodging) while 
away from home in the pursuit of a 
trade or business.” 

It should not be confused with Sec- 
tion 62 although it frequently is. Sec- 
tion 62 serves a completely different and 
somewhat mechanical purpose. It de- 
fines adjusted gross income by specify- 
ing what items are deductible from 
gross income to arrive at adjusted gross. 
In the case of the average employee the 
items are three in number: (1) reim- 
bursed expenses; (2) traveling expenses 
while away from home; and (3) trans- 
portation expenses (i.e. local). In the 
case of outside salesmen, there are no 
such limitations. For them Section 62 
allows the deduction of all business ex- 
penses. For the self-employed the prin- 
cipal item allowed by Section 62 is 
trade and business expenses generally. 

It should be kept in mind that for 


an item to be deductible under Section 
62 in the categories we mentioned in 
arriving at adjusted gross it must first 
qualify under Section 162. Obviously it 
is an advantage in some instances to 
have items come under Section 62. This 
means they can be deducted without 
loss of the standard deduction. Deducti- 
bility under Section 62 also has an ad- 
vantageous effect on the medical ex- 
pense deduction, which is available only 
to the extent it exceeds 3% of adjusted 
gross. But deductions under Section 62, 
reducing adjusted gross, can have a dis- 
advantageous effect on the deductibility 
of charitable contributions, which are 
limited to 20-30% of adjusted gross. 
The one big question in Section 162, 
the basic section for both the employed 
and the self-employed, is: Are expenses 
personal and hence non-deductible or 
are they ordinary and necessary busi- 
ness expenses and hence deductible? 
Another big question which is more 
limited because it concerns only travel- 
ing expenses, but again affects both the 
employed or the self-employed, is: Was 
the taxpayer “away from home’? If he 
was not, then his meals and lodging are 
personal expenses and so is that part 
of his transportation cost which merely 
covers getting back and forth to work. 


Clothing 

Deductions for the cost of special 
clothing for work are frequently ques- 
tioned. The rule here is that the cost 
of such clothing is not personal but is a 
deductible business expense if it meets 
two requirements: (1) it must be spe- 
cifically required as a condition of em- 
ployment; and (2) it must not be adapt- 
able to general usage as ordinary cloth- 
ing. Within this concept, military uni- 
forms of regular personnel are not de- 
ductible but those of reserve personnel 
are deductible. Generally civilian uni- 
forms are deductible. This would in- 
clude quasi-military uniforms required 
of civilian faculty members at a private 
military school. Rev. Rul. 59-219, IRB 
1959-25, 11. 

Much more trouble arises when you 
move into the field of special clothes 
which are not uniforms. The Second 
Circuit recently denied a deduction to 
James Donnelly, a buffer and polisher 
of rough plastics, for aprons and strong 
clothing because they were not required 
as a condition of his employment and 
were adaptable to general usage. (262 
F.2d 411, CA-2 1959). 

On the other hand, about a year ago 
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Betsy Yeomans sold a real bill of goods 
to the Tax Court (30 TC 757, 1958, 
acq., IRB 1959-5, 6). She was a fashion 
coordinator for a shoe manufacturing 
corporation. As such she was expected 
to attend meetings of style and fashion 
experts and to stage style shows (but 
not participate in them). In her work 
she was expected to wear very advanced 
style clothes for which she was not re- 
imbursed. She claimed the styles were 
so advanced she could not and did not 
wear the clothes elsewhere. The Tax 
Court allowed her a deduction for the 
cost of such clothes. These expenses in 
this case would of course not be de- 
ductible under Section 62 since the tax- 
payer was an employee but not an out- 
side salesman. 


Travel 


The personal expense question fre- 
quently arises in travel cases. If a trip 
is solely on business, there is no prob- 
lem. Trips with admitted or hard-to- 
deny mixed motives are the ones that 
cause trouble. The new Regulations 
(Section 1.162-2) say that traveling ex- 
penses are deductible “if the trip is re- 
lated primarily to the taxpayer’s trade 
or business. If the trip is primarily per- 
sonal in nature, the expenses to 
and from the destination are not de- 
ductible . However, expenses while 
at the destination which are properly 
allocable to the taxpayers trade or busi- 
ness are deductible . . .” They then go 
on to say that the question of primarily 
business or pleasure is a factual one and 
that the relative time spent on business 
and pleasure is one important determin- 
ing factor. Other determining factors 
are not mentioned. However, we do 
know from a June IRS press release 
(IR-296, 6/12/59) that the Service will 
look long and hard at “tax-paid vaca- 
tions” this year. 

An interesting recent decision is that 
of Kerns Wright (31 TC No. 131, 3/31/ 
59, on appeal, CA-6). This taxpayer, a 
lawyer, and his wife took a trip around 
the world allegedly to write a book. 
They did take elaborate notes, prepared 
a manuscript, and submitted it to half 
a dozen publishers. It was never pub- 
lished. Their deduction of all the ex- 
penses of their trip was disallowed be- 
cause the court said they were not en- 
gaged in the trade or business of writ- 
ing books. Actually the decision would 
lave been more sound factually if based 
on other grounds. The taxpayer’s son, 
stationed in Japan, had just married a 


Japanese girl and the taxpayers wanted 
to see their son and meet his new wife. 
The court could have said that was the 
primary purpose of the trip, the book 
was merely incidental and resulted in 
no additional expense. I think the case 
was correctly decided but the reason- 
ing was wrong. 

Then there is the case of Ralph E. 
Duncan (30 TC 386, 1958, acq., CB 
1958-2, 5). Dr. Duncan and his wife 
owned and operated a sanatorium for 
alcoholics. They went abroad on an 
alleged “field trip” to study the treat- 
ment of alcoholics abroad. They did 
make some side trips to hospitals and 
sent post cords to business contacts at 
home. However, of the 85 days spent 
on the trip, over 56 were devoted to 
pleasure travel. The taxpayers deducted 
all their expenses but the court allowed 
only a small amount, actually only the 
cost of the side trips and the post cards. 
All of Mrs. Duncan’s expenses were dis- 
allowed. 

In a somewhat similar case, Matilda 
M. Brooks, (30 TC 1087, 1958, acq., CB 
1958-2, 4, on appeal CA-9) the Tax 
Court sustained the Commissioner’s dis- 
allowance of the expenses of two sum- 
mer trips to Europe by the taxpayer, a 
University of California research scien- 
tist. It was conceded that the trips were 
for research purposes but the court did 
not think that the taxpayer in conduct- 
ing her research “was ever doing so as 
a trade or business or . . . for profit... 
her discoveries . . . resulted from her 
curiosity, her desire to benefit mankind 
in whatever way she could, her innate 
drive as a ‘pure scientist’ . . .” Her com- 
pensation from the University of Cali- 
fornia was nominal, and more in the 
nature of a grant. 

Another recent case, Richard Seibold 
(31 TC No. 103, 2/21/59), involved two 
school teachers. This man and wife took 
a trip abroad allegedly for educational 
purposes. It was a two month’s trip. 
While abroad the wife did take a two 
weeks course at the University of 
Geneva for which she got credit towards 
her teaching certificate. On their re- 
turn, the husband submitted a report 
on the trip and was given credit for it. 
The taxpayers deducted all their ex- 
penses and the Tax Court sustained the 
Commissioner’s complete denial. The 
court said that it was necessary to ob- 
tain the credits under the New York 
teaching requirements but that this was 
not the ordinary way of doing it. The 
ordinary way would have been to go to 
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[Mr. Stuetzer, a Certified Public Ac- 
countant is a Boston, Massachusetts 
partner of the national accounting firm 
of Lybrand, Ross Bros. & Moiiigomery. 
This article is based on a talk delivered 
by him at the Sixth Annual Federal Tax 
Forum of Northeastern University in 
September.| 





summer school locally. Hence these 
were non-deductible personal expenses. 
Again I think the result is right except 
as to the expenses of the two weeks 
course but the reasoning could have 
been stronger. The court should have 
said that the trip was primarily per- 
sonal and not really intended for the 
educational purposes. Hence the ex- 
penses were not deductible except that 
they should have been allowed in so far 
as they related to the very educational 
purpose itself. This case should not be 
confused with those involving the ques- 
tion of the deduction of education ex- 
penses themselves which we'll consider 
later. Here the court didn’t really get 
to that point. 

Wives on business trips have fre- 
quently caused tax trouble. Even Cor- 
nelius Vanderbilt, Jr. had trouble in 
16 TCM 1081 (1957). He was an author 
and lecturer. In 1951 he took his wife 
to Europe on a trip for shooting movies 
for his lecture tours. She herself took 
about 30% of the footage and appeared 
in 20%. On their return she helped edit 
and assemble the film. All her expenses 
were disallowed although his expenses 
were allowed. The court concluded that 
so far as she was concerned it was es- 
sentially a personal vacation, that any 
business activities were incidental and 
that she did nothing more in that re- 
spect than that which might be expect- 
ed of an interested wife. 

This could be said to be in line with 
the new Regulations. They say that a 
wife’s expenses are not deductible un- 
less it can be shown that her presence 
on the trip has a bona fide business pur- 
pose. The performance by the wife of 
some incidental service such as typing, 
acting as a cocktail hostess, etc., is not 
sufficient. This points to a tougher and 
tougher road for wives to travel on 
business trips. 


Education 


Expenses of continuing education 
have also given trouble. These expenses 
fall essentially into two categories. 

First there are the expenses of the 
type incurred by an independent or em- 
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ployed accountant or lawyer, in going to 
tax institutes. This is one broad cate- 
gory. It is not too far back that the 
Coughlan case, (203 F.2d 307, CA-2 1953) 
sustained the deductibility of a lawyer's 
expenses in attending the N.Y.U. Fed- 
eral Tax Institute. Other cases have fol- 
lowed this lead. 

The new Regulations Section 1.162-5 
(a)(1), adopted last year, follow these 
cases. They allow the deduction of ex- 
penses for “maintaining or improving 
skills required by the taxpayer in his 
employment or other trade or business.” 
This is the concept of the Coughlan 
case, i.e. that one is entitled to keep 
sharp the tools of his trade. But you 
must be careful that your case really 
falls in this category and not into one 
of the non-deductible categories. Some- 
times the distinction is a fine one. Ex- 
ample 2 in the Regulations illustrates 
this. Two doctors study pediatrics. One 
is a general practitioner who takes a 
two weeks course just to keep himself 
up to date. His expenses are deduc- 
tible. These were almost the facts in 
John S. Watson, (31 TC No. 102, 2/18/ 
59). The other is also a general practi- 
tioner but wants to become a specialist 
in pediatrics. He takes a more elaborate 
course. His expenses are not deductible 
because he is qualifying for a specialty. 
Similarly a man on the staff of an ac- 
counting firm who takes an accounting 
course to keep himself au courant can 
deduct its cost. But another man who 
takes an accounting course to help him 
pass the CPA exam can not deduct its 
cost. 

Incidental advancement does not 
affect the deductibility of education ex- 
penses provided the objective is to im- 
prove skills, sharpen tools, etc. But if 
advancement is the objective then the 
expenses are not deductible. This dis- 
tinction is illustrated by Example 7 of 
the Regulations. A teaching graduate 
student was taking courses to get a 
graduate degree, so that he could be- 
come a regular faculty member. No 
deduction. But if he had already been 
a regular faculty member he could have 
deducted the costs of courses to keep 
his skills up to date. 

Another broad category generally in- 
volves teachers although the principles 
would be equally applicable to other 
taxpayers. In this area, the IRS has fre- 
quently taken members of the teaching 
profession to court on the deductibility 
of education costs, particularly the costs 
of going to summer school. The leading 
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case in the field is Nora Hill (181 F.2d 
906, CA-4 1950) in which the court 
allowed a teacher to deduct the cost of 
summer school where the schooling was 
essential to qualify for renewal of her 
teacher’s certificate which was neces- 
sary to hold her job. A similar result 
was reached for a librarian in Rhoda 
Fennell, (12 TCM 489, 1950). But in 
Robert Kamins, (25 TC 1238, 1956) ex- 
penses incurred in getting a doctorate 
were held not deductible because the 
taxpayer was not yet established in his 
profession, i.e. he was seeking advance- 
ment. 

The new Regulations have in gen- 
eral adopted the principles of these 
cases. Teachers or other taxpayers can 
deduct educational costs if they are in- 
curred to meet the express requirements 
of the employer or applicable law or 
regulation imposed for a bona fide busi- 
ness purpose of the employer and not 
for the personal benefit of the taxpayer. 
Incidental advancement in salary or 
grade is immaterial. But deductibility is 
denied where the costs are incurred pri- 
marily for qualification to a new job. 


Away from home 


Let us turn now to the second im- 
portant question—what is travel away 
from home? That question divides into 
at least two parts. First, is only over- 
night travel eligible? The IRS says yes. 
It said it as recently as this past winter 
in its official instructions for 1958 re- 
turns on Form 1040. But the courts 
have not always agreed with the IRS. 
For instance, in Kenneth Waters (12 
TC 414, 1949) the taxpayer was allowed 
to deduct as traveling expenses away 
from home the cost of going to a neigh- 
boring city (36 miles) to confer with his 
employers on their orders. Here, as fre- 
quently, the immediate question was 
not whether the item was deductible 
but whether it was deductible in arriv- 
ing at adjusted gross or net. A similar 
result was more recently reached on 
similar facts in Joseph M. Winn (32 
TC No. 19, 4/28/59). But in the Winn 
case the court, although it allowed the 
deduction of the auto expenses as travel 
expenses away from home in arriving 
at adjusted gross, illogically refused to 
allow the cost of meals. [See criticism 
of this case at 11 JTAX 87, August 
1959.—Ed.] See also Fred Osteen (14 TC 
1261, 1950) in which meals of a rail- 
way mail clerk were held personal ex- 
penses. 

A far more important question is 


what is home and on that question 
there is a divergence of opinion. Some 
decisions say home means a taxpayer's 
personal residence while others say it 
means his principal place of business 
or employment. The question has most 
frequently arisen in cases where tax- 
payers work at some distance from 
home. Normally, commuting costs are 
not deductible, but attempts have been 
made to deduct them in cases of this 
type. A leading case is Flowers (326 
U.S. 465, 1946). There a lawyer, who 
resided in Jackson, Mississippi and for- 
merly practiced law there as a member 
of a firm, became general counsel for a 
railroad with its head office in Mobile, 
Alabama. He continued to live in Jack- 
son and sought to deduct the cost of his 
frequent trips to Mobile and meals and 
lodging there. The deductions were 
denied. The Supreme Court ducked the 
issue of what is home and based its con- 
clusion on the fact that the expenses 
were not incurred in the pursuit of the 
employer’s business and hence were not 
deductible. The home issue was again 
ducked by the Supreme Court in 
Peurifoy (358 U.S. 59, 1958) which in- 
volved construction workers who travel 
from job to job. There, too, it was held 
that the expenses were not incurred in 
the employer's business. However, 
under a court-engrafted exception they 
would still be deductible if the tax- 
payer’s jobs were temporary and not 
indefinite. Here the lower court’s find- 
ing that the jobs were of indefinite 
duration was supported by the facts. In 
Peurifoy, there was a strong dissent by 
Justices Douglas, Black and Whittaker 
to the following effect: 

1. The Flowers case said the expenses 
must be incurred in the business of the 
employer or the taxpayer. 

2. Home meant the taxpayer's per- 
sonal residence. 

3. Traveling from one construction 
job to another was part of the business 
of these taxpayers. 

4. Therefore the expenses should 
have been allowed as a deduction. 

This dissent makes sense but it is 
not the law or, apparently, the prac- 
tice. It would seem that unless the tax- 
payer wants to litigate, he must consider 
his tax home as his principal place of 
business; if he accepts jobs away from 
his personal residence he’ll get no travel- 
ing expense deduction unless the jobs 
are clearly temporary. See Journal of 
Taxation, February 1959, p.107. 

This conclusion is supported by the 


tin ee DB tee oe oe 6 Ue! [Uk 


~ 


as 





Ninth Circuit decision (7/29/59) in 
Crowther which reversed the Tax Court 
and allowed a lumberjack to deduct the 
cost of getting to his employer’s “lay- 
outs,” i.e. places of operation. This de- 
cision could have been based on the 
theory of the Peurifoy dissent. But ac- 
tually it seems to have been based on 
the temporary nature of the taxpayer's 
job assignments by his employer. [See 
discussion of this case at 11 JTAX 232, 
October 1959.—Ed.] See also William L. 
Heuer, Jr. (32 TC No. 83, 7/23/59) in 
which a harbor pilot was allowed to de- 
duct the cost of traveling from one 
assignment to another but not of travei- 
ing from his home to his assignments. 

These cases are not to be confused 
with the cases and rulings concerning 
taxpayers who have two places of busi- 
ness. This situation is typified by Joseph 
H. Sherman, Jr. (16 TC 332, 1951). The 
taxpayer lived in Worcester and was 
employed as production manager and 
purchasing agent by a Worcester manu- 
facturing concern. At the same time he 
was the sole proprietor of a sales com- 
pany in New York City. He deducted 
the cost of traveling between Worcester 
and New York City and his meals and 
lodging while in New York City. The 
Tax Court concluded that Worcester 
was both his home and principal place 
of business and hence the deductions he 
had taken were allowable. 

The Service has acquiesced in this 
decision (1951-2 CB 4) but has issued 
Rev. Rul. 55-604, CB 1955-2, 49, ex- 
plaining that a taxpayer in Sherman’s 
position may deduct his traveling ex- 
penses, including meals and lodging, 
while discharging his duties at a loca- 
tion removed from his principal place 
of duty. Thus the Service hinges de- 
ductibility in these cases on the prin- 
cipal business, not the place where the 
taxpayer lives. A taxpayer can under 
this rule deduct traveling expenses, 
meals and lodging, while at his second- 
ary place of business even though he 
lives there, but in that case he can de- 
duct only his own expenses, not his 
family’s. However, if he lives at his prin- 
cipal place of business, he can deduct 
no part of his living expenses at all. 
See also Rev. Rul. 54-147, CB 1954-1, 
aa 

A very late decision is that of the 
U. S. District Court of Nevada in the 
James case (7/23/59) in which a travel- 
ing salesman was not allowed to deduct 
any traveling expenses at all. He was 
constantly on the move, staying in 





hotels and motels. He claimed Reno 
was his home because he maintained a 
post office box there but he had no 
permanent establishment there or else- 
where. The court concluded he had no 
home and hence was never away. 


Reimbursements 


The distinctions between personal 
and business expenses which we have 
been discussing are equally important 
to the employee and to the self-em- 
ployed. The employee has in addition a 
serious mechanical problem in meeting 
reporting requirements when he has re- 
imbursed expenses. The rules adopted 
by the IRS last year in Reg. Section 
1.162-17 have tried to provide a work- 
able guide but have not completely 
succeeded. For example, in excusing an 
employee from reporting on his return 
reimbursed expenses for which he ac- 
counts to his employer (provided he 
does not claim expenses in excess of 
reimbursements) the Regulations pur- 
port to define what constitutes an ac- 
counting, but in reality they leave it 
rather general. They say it 
means to submit a written expense ac- 
count 


merely 


broad cate- 
gories, such as, transportation, meals, 
lodging, entertainment, etc., and show- 
ing the business nature as well as the 
amount of the expenditures. I believe 


broken down into 


*Separation property settlement was 
taxable exchange; gain increased basis 
of property. In 1930, taxpayer’s mother 
and father separated and made a gen- 
eral property settlement under which 
taxpayer’s mother transferred her rights 
in shares of stock to a trust of which 
her husband was beneficiary in exchange 
for certain property received from her 
husband. Upon the death of taxpayer's 
father, the trust ended and the shares 
were distributed to taxpayer who later 
redeemed them. Under the Code, her 
basis of the shares is the same as the 
basis to the trust. The basis to the trust 
is the basis in the hands of taxpayer's 
mother increased by the amount of gain, 
if any, recognized by her on the transfer. 
The Tax Court decides that the trans- 
fer to the trust was a taxable exchange 
which resulted in recognized gain in- 
cludible in the basis to the trust. The 
1930 property settlement was a_bar- 
gained-for transaction resulting in trans- 
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that the IRS definition leaves too much 
latitude (although I would not like the 
task of tightening it up). I am afraid 
that it will be abused. Secondly, the 
Regulations require that amounts 
“charged directly or indirectly to an em- 
ployer through credit cards or other- 
wise” must be accounted for. There 
should be some further definition as to 
how far this goes. Does it include direct 
purchases by the employer of all items, 
such as, railroad tickets, airline tickets, 
desks, typewriters, etc? Finally, the 
Regulations require that if an em- 
ployee wishes to deduct any excess of 
expenses over reimbursement, he must 
report all of his expenses as well as all 
of the reimbursements. A recent ruling, 
Rev. Rul. 59-244, July 27, 1959, reminds 
us that while this requirement was satis- 
fied as to 1958 with reasonable estimates 
because the Regulations weren’t final- 
ized until August of 1958, in 1959 there 
must be detailed reporting. [See 11 
JTAX 220, October 1959.—Ed.| This 
works particular hardship on individ- 
uals with arrangements whereby they 
are reimbursed dollar for dollar for cer- 
tain expenses (frequently the bulk of 
their expenses) but must absorb other 
expenses out of their salaries. If this 
Regulation stays in effect and is en- 
forced such hybrid arrangements would 
soon have to be discontinued. % 
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fer of property rights for a considera- 
tion. The fact that taxpayer's mother 
and father never reported the gain does 
not prevent its inclusion in the basis. 
Two dissenting judges say merely that 
they would not recognize the property 
settlement as a taxable exchange. A 
concurring judge would make it clear 
that not every property settlement is 
taxable. Howard, 32 TC No. 125. 


Wisconsin divorce treated as inter- 
locutory for one year. Although Wis- 
consin statutes do not refer to judg- 
ments of divorce as interlocutory they 
provide that the judgment as to the 
status shall not be effective until the 
end of a one-year period unless either 
spouse dies during such period (at which 
time the judgment becomes effective im- 
mediately before such death). Accord- 
ingly, a husband and wife may file a 
joint return for a calendar year that 
ends within the one-year period before 
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the divorce becomes final. But should 
either spouse die within the one year 
period, the surviving spouse is pre- 
cluded from filing a joint return with 
the deceased spouse for the year in 
which death occurs. Rev. Rul. 59-266. 


Payments to ex-wife not entirely de- 
ductible; part was for children. Tax- 
payer, Jerry Lester, made payments to 
his former wife under a court-ratified 
separation agreement. Although 
amounts were not specifically earmarked 
for the children, it was provided that 
upon the emancipation, death or mar- 
riage of each child, the payments to the 
wife would be reduced by one-sixth. 
Taxpayer deducted the total amount 
paid as alimony. The court finds that 
the agreement fixed the support of each 
child at one-sixth of each payment and 
disallows 50%. Lester, 32 TC No. 108. 
IRS to follow Boykin. The Boykin de- 
cision (CA-8) held that the value of 
lodging furnished an employee on the 
business premises of the employer for 
the latter’s convenience is excludable 
from gross income even though the 
rental value is considered part of the 
paid and is deducted 
from the employee’s salary. The Serv- 
ice announces that it will follow that 
decision for 1954 and subsequent years. 
Rev. Rul. 59-307. 


compensation 


Travel to home weekends not allowable 
but weekend living expense is. Taxpayer, 
a journeyman plumber and steamfitter, 
was employed on various jobs away from 
home. The Commissioner, conceding the 
jobs were allowed actual 
living expense away from home during 
the week. He did deny the cost of travel 
home each weekend. But taking, as the 
court said, a “practical approach” he 
estimated allowable living costs that 
would have been incurred away from 
home for the weekends as equal to the 
actual amounts spent n travelling home 
on the assumption they would be rough- 
ly equivalent. The court holds taxpayer 
did not prove the Commissioner incor- 
rect. Steele, TCM 1959-180. 


temporary, 


*Californian can deduct travel to N. Y. 
doctor. Taxpayer is an Internal Rev- 
enue Service employee. While living in 
New York, taxpayer had often visited 
a New York physician who was a special- 
ist in taxpayer’s several diseases. After 
moving to California, taxpayer con- 
tinued to make annual visits to New 


York to consult him. The Tax Court 
allows deductions for the round-trip. 
The sole purpose of each trip was to 
consult with a doctor in whom tax- 
payers had confidence and who was 
familiar with taxpayer’s medical history. 
Taxpayer could not be required to sub- 
stitute a California physician. It is im- 
material, says the court, that taxpayer 
had in fact visited California doctors 
or that he visited friends, relatives and 
the theatre while in New York. The 
court also discounts the fact that tax- 
payer timed his visits to coincide with 
business trips of his wife, a dress buyer. 
Winderman, 32 TC No. 114. 


*Accident and health premium is de- 
ductible as medical expense. Premiums 
paid on policies of insurance providing 
indemnity for accidental loss of life, 
limb, sight and time and also providing 
for reimbursement of medical expenses 
resulting from nondisabling accidents, 
constitute a deductible medical expense. 
This court reverses Tax Court which 
had held that only the portion at- 
tributable to medical expenses is de- 
ductible. The Third Circuit says that 
the Code’s allowance of “amounts paid 
for accident or health insurance” 
templates a broad coverage 
Heard, CA-3, 8/12/59. 


con- 
policy. 


Mardi Gras expenses and parade horses 
not allowed as advertising expenses. A 
taxpayer in the safe and lock business 
is denied a business deduction for the 
bulk of expenses incurred on account 
of Mardi Gras activities, and for the 
cost of maintenance of parade horses. 
There was no showing that advertising 
material was used in connection with 
the parades or shows which would pub- 
licize his business. The court restates 
its position that the mere fact that mem- 
bership in social and other organiza- 
tions is helpful in providing contacts 
and obtaining clients is not sufficient to 
justify deduction of the expenses in 
connection therewith as ordinary and 
necessary business expenses. A claim 
that the cost of maintaining the parade 
horses should be allowed as a charitable 
contribution because of their use in 
local parades is summarily dismissed. 
Rolland, TCM 1959-161. 


Farm loss allowed though used as resi- 
dence and site of manufacturing busi- 
ness. Taxpayer purchased 56 acres of 
farm property including a dwelling, 
chicken and brooder coops, and a wagon 
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barn, with a threefold objective. He 
sought a residence for himself and his 
family, a place to conduct his own busi- 
ness, and a farm productive of income 
to supplement his income from the wax 
business. Taxpayer made several thou- 
sand dollars worth of improvements in 
the dwelling house and established the 
wax business in the wagon house. The 
farm had no swimming pool, recreation- 
al facilities, hedges, or accommodations 
for guests. Taxpayer purchased heifers, 
ewes and pullets, and cultivated 14 acres 
in hay and another 16 as pasture for 
sheep. There was no acreage in lawn. 
The court finds the farm was not a hob- 
by but was purchased in good faith with 
the intention of operating it at a profit. 
The fact that the farm was also used as 
a residence and for the wax business did 
not preclude taxpayer from deducting 
the losses from the farm operations. 
Verta, TCM 1959-143. 


Convention expense deductible only if 
attendance benefits taxpayer's own busi- 
ness. A taxpayer attending a convention 
as an appointed or elected delegate will 
be allowed to deduct his convention ex- 
penses as a business expense only if his 
attendance is benefiting or advancing 
his own trade or business as distin- 
guished from the business of another. 
Rev. Rul. 59-316. 


Washington cigarette tax not deductible 
by consumer. The State of Washington 
cigarette tax is not a retail sales tax; it 
is imposed on the wholesaler or retailer 
and is an additional cost of the ciga- 
rettes to the ultimate consumers. Such 
taxes are deductible only by the whole- 
saler or retailer who purchases and 
affixes the stamps and pays the taxes. 
Rev. Rul. 59-324. 


Stock was community property; corpo- 
ration not controlled by transferors. 
The beneficiaries of a trust received 
real property in liquidation of the trust. 
They organized a corporation using 
community funds. Then the benefici- 
aries sold the property to the corpora- 
tion. The Commissioner refused to con- 
sider this a sale; he treated it as a trans- 
fer to a controlled corporation, limiting 
the corporation’s basis for depreciation 
to the original trustee’s basis rather than 
the sales price. But the court holds the 
transferors had only a 50% interest in 
the corporation. The stock, having been 
acquired with community funds, was 
community property in which the spouse 


of each beneficiary had an interest. It 
was not a controlled corporation under 
the Code, which requires 80% control. 
Crosby Co., DC Tex., 8/31/59. 


Couple entitled to exemptions for four 
children of wife by former marriage. A 
husband and wife are found to have 
contributed more than half of the sup- 
port of the four children of the wife 
by a former marriage. The father of the 
children, who had also claimed the 
exemptions, supplied $1100 for the 
childrens’ support, while the court finds 
that the mother and her husband had 
spent at least $1400 of their own money. 
Duke, TCM 1959-185. 


Dependency exemption for foster child 
denied; not a member of household for 
entire year [Old Law). In 1955 taxpayers 
claimed a dependency exemption for a 
foster child who was placed in their 
home on 4/29/55 and whom they legally 
adopted in 1956. Since the foster child 
(not related to taxpayers) could qualify 
as a dependent prior to adoption only 
by virtue of having been a member of 
taxpayers’ household, the dependency 
claim is denied on the technical ground 
that the child was not a member of the 
household for the entire taxable year 
1955. [In 1959 the Code was changed 
to provide that for 1959 and later years 
a child placed in an individual’s home 
for adoption will qualify.—Ed.] Stoll, 
TCM 1959-179. 


Taxpayer denied exemption for wife 
and stepchildren; marriage was void. 
The Tax Court looks to applicable State 
law to find that taxpayer’s marriage was 
void since it took place before a final 
judgment was entered in his first wife’s 
divorce action. Taxpayer is therefore 
denied exemptions for his second wife 
and her children, whom he did not 
adopt. The court states that in the ab- 
sence of statutory exceptions it is bound 
by state law. Nor may taxpayer claim 
exemptions for them as unrelated per- 
sons who were members of his household 
since he had failed to prove that they 
each earned less than $600 and that he 
contributed more than one half of their 
support. Sheppard, 32 TC No. 82. 


Divorced father found to have contrib- 
uted over half of his children’s support. 
A divorced father who expended $1800 
for the support of his three minor 
children in the custody of his divorced 
wife is found to have furnished over 
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half of their support and is therefore 
held entitled to the dependency exemp- 
tions. Parker, TCM 1959-182. 


Suddenness essential for termite casual- 
ty loss. The Service will follow the 
rule of the Buist case (146 F.Supp. 218) 
that damages to a house caused by a 
sudden infestation of termites—over a 
nine month period—is a deductible 
casualty loss, only in cases where the 
facts are substantially the same. A more 
comprehensive ruling on the subject 
will be issued later. Rev. Rul. 59-277. 


Bank foreclosure is not theft. To satisfy 
the liability of his overdue notes, a bank 
foreclosed a chattel mortgage on tax- 
payer’s business assets. In the absence 
of showing a criminal intent on the 
bank’s part, the loss of the assets cannot 
be considered a theft. The jury finds for 
the government. Johnson, DC Minn., 
4/29/59. 


Alaskan and Hawaiian cost-of-living 
allowances still exempt. Cost-of-living 
allowances paid to Federal civilian em- 
ployees stationed in Alaska and Hawaii 
continue to be exempt from tax even 
after the latter became states. Rev. Rul. 
59-279; 59-280. 


Lawyer's failure to file estimate not ex- 
cusable. A lawyer’s explanation for fail- 
ure to file a declaration of estimated tax 
for 1954 was that he relied on newspaper 
and magazine articles, and upon advice 
to the effect that the 
penalties would not be enforced if a 
return is filed with payment on or before 
January 15th of the following taxable 
year. However, he did not receive any 
specific advice not to file. Under this 
circumstance the court holds such re- 
liance does not constitute reasonable 
cause. It upholds the double penalties 
for failure to file and for substantial 
underestimation. Steingold, TCM 1959- 
134. 


of accountants, 


Taxes were paid by partner individual- 
ly; can’t take standard deduction too. 
Though the title to property was in a 
partnership in process of liquidation, 
the court finds that as a practical matter 
taxpayer as an individual paid the real 
estate taxes on it. Since he elected the 
standard deduction the court refuses to 
allow him to deduct these taxes in com- 
puting his net income from the partner- 
ship or to deduct them from adjusted 
gross income. Miller, 32 TC No. 84. 








$52 +¢. The Journal of Taxation 


December 1959 


NEW DEVELOPMENTS IN 


Payroll taxes 


EDITED BY PETER G. DIRR 





When is poor work misconduct? New 


UI cases find no simple answer 


I POOR WORK a form of misconduct 
which should make the worker who 
has been discharged for poor work in- 
eligible for unemployment compensa- 
tion? This issue has been presented re- 
cently in several Courts of Appeals de- 
cisions. In summarizing these opinions 
in a recent issue of Labor Market and 
Employment Security, the Bureau of 
Employment Security indicated that no 
test could be formulated for use by ad- 
ministrative officials initially handling 
such controversies. 

When a claimant has been discharged 
for poor work or an error, the adminis- 
trator must examine many facts to de- 
termine if there was misconduct con- 
nected with work. 

Is mere proof that improper or in- 
efficient work has been detrimental to 
the employer's interest sufficient to in- 
voke the disqualification? Ordinarily 
not. Improper work or unsatisfactory 
production due to inability to perform 
the work properly is usually not dis- 
qualifying. Mere inefficiency ordinarily 
is not considered misconduct connected 
with work if it is clearly shown that 
there was no willful intent to do 
wrong. 

The problem lies, the Bureau of Em- 
ployment Security said, in determining 
the sometimes elusive point at which 
poor work ceases to be the result of 
lack of skill or ability and becomes in- 
tentional. In Ohio, a honing machine 
operator was discharged because of the 
percentage of defective metal cups 
processed by his machine. The Ohio 
Court of Appeals, Stark County (No. 
2816, 6/9/58) upheld the Board of Re- 
view’s decision on rehearing, (Appeals 
Docket No. 205666, 5/20/57) and con- 
cluded that the claimant was discharged 
for just cause in connection with his 
work. The Court found that “the evi- 
dence in the record clearly shows that 
the claimant had turned out an ex- 
tremely high percentage of defective 





work over an extended period of time.” 
The Court decision quoted specifically 
from the testimony of the claimant's 
foreman: 

Q. Whenever an operator has some 
rejects he is a little careless, you 
wouldn’t classify that carelessness to be 
a willful negligence or anything such as 
that? 

A. Well, we believe that if it con- 
tinues it is the man’s fault, because he 
is actually careless all the time. There ‘is 
a certain amount of work that he will 
pass that a guy will overlook. Whenever 
you correct him or give disciplinary 
action sheet you should see some im- 
provement. In the claimant’s case we 
didn’t. 

Q. Would you say that was because of 
lack of ability? 

A. I would’nt say lack of ability. I 
would just say he didn’t take enough 
interest in his work to see that he did 
it right. 

“The evidence further indicates” the 
court continued, “that the claimant 
without doubt had more rejects than his 
co-workers. However, there is no evi- 
dence that the claimant was willfully 
negligent in the performance of his 
work. Faulty or rejected work reduced 
claimant’s earnings and was detrimental 
to himself as well as his employer. It 
appears that the claimant performed his 
work to the best of his ability but he 
did not possess the degree of skill neces- 
sary to undertake the job which was 
assigned to him.” 

These decisions, the Bureau of Em- 
ployment Security said, suggest that 
there is no precise formula for deter- 
mining when poor work becomes willful 
to the point of misconduct. The referee, 
who found no reason for disqualifica- 
tion in the first Board of Review deci- 
sion, and the court which disqualified 
the claimant reviewed essentially the 
same facts about the kind and amount 
of defective work. 


Obvious questions for the administra- 
tor are raised. If a claimant’s poor work 
never improves, is it evidence of inabil- 
ity or of his failure to try? Can mis- 
conduct be established merely by evi- 
dence that poor work occurred? 

Mistakes and poor work by employees 
represent a cost to the employer. The 
payment of unemployment insurance 
benefits to a former worker also repre- 
sents a cost to him. The employer's pro- 
test proposes to apportion a part of the 
expense of the poor work to the claim- 
ant by a disqualification of his unem- 
ployment insurance. 

This protest leads to its least contro- 
versial conclusion if the claimant’s dis- 
charge for poor or damaged work was 
directly due to his violation of specific 
orders or instructions. A sponge mixer 
in a:bakery, who was discharged because 
he did not do his work properly, was 
disqualified because he had not follewed 
prescribed procedures. His instructions, 
which he understood, were to add 20 
pounds of water to each sponge and to 
determine and record the weight and 
temperature. On his last day of work, 
he was not working at his customary 
speed because he had been hunting and 
had not had the usual amount of sleep 
before reporting for work. Although he 
had previously been warned to follow 
the instructions carefully, he failed to 
put water in five sponges and he re- 
corded weights and temperatures of 
sponges even though he had not weighed 
them or made a temperature reading. 

The South Dakota Appeals Referee 
(Appeal No. 3356, 12/11/58) stated: 

“Failure to follow instructions of an 
employer, especially after receipt of 
warning, constitutes misconduct. An 
honest error made in the course of em- 
ployment is not misconduct. The claim- 
ant’s action in failing to add water and 
in recording weights and temperature 
readings when he had not actually weigh- 
ed the sponge or taken a temperature 
reading cannot be called an honest error 
since it was deliberately done by the 
claimant and with full knowledge that 
he was not following the usual process 
in mixing the sponges and for the pur- 
pose of saving time due to failure to 
work up to his usual speed.” 

An error by a worker which is the 
result of his deliberate act, the Bureau 
concludes, is not inevitably found to 
constitute misconduct. The intent of 
the worker must be carefully considered. 
Honest error was found to prevent a 
disqualification in the case of a relief 
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master of a river boat who made a 
mistake in the loading of cargo. At a 
Mississippi River port in Arkansas, he 
found that his written instructions called 
for loading gasoline and diesel fuel in 
amounts which would have required 
mixing of the products, presumably be- 
cause of the available tank capacities. 
Since the claimant was in charge of the 
boat, he made a change in the loading 
instructions. His decision was wrong. 
At Vicksburg, Mississippi it was neces- 
sary to pump 13,000 barrels of gasoline 
from the boat to correct the error, and 
the claimant was discharged by his Dela- 
ware employer. 


Question of intent 


The Delaware Referee’s decision (Ap- 
peal Docket No. 8761, 7/21/58) con- 
cluded: “Misconduct can be either ac- 
tive or passive, a sin of omission or a 
sin of commission, but whether of the 
former type or of the latter there must 
be present either knowledge or intent 
on the part of the wrongdoer. Without 
knowledge of the fact that he is com- 
mitting a wrongful act and without any 
intent to do wrong, it cannot be said 
that one is guilty of misconduct. If, in 
the performance of one’s duties, a per- 
son becomes the victim of an honest 
error of judgment, it cannot be said that 
the individual involved has been guilty 
of misconduct. In the instant case we 
believe that the claimant is the victim 
of an honest error of judgment. He had 
no knowledge of wrongdoing nor did 
he intend to do wrong. It may be true 
that he made a wrong decision but the 
decision was an honest one based upon 
real and established facts.” 

Lack of ability to do the work prop- 
erly, the Bureau of Employment Secur- 
ity noted, is one fact which may justify 
discharge but prevent a finding of mis- 
conduct. A decision by the Virginia 
Commissioner (Decision No. 3221-C, 5/ 
12/58) recognized this distinction in the 
claim of a worker whose poor work re- 
sulted from a physical defect. In this 
case, the claimant’s inability to hear in- 
structions properly because of defective 
hearing prevented her efficient per-- 
formance of duties and led to her dis- 
charge. She had obtained a hearing aid 
but it had become defective on several 
occasions. The Commissioner noted: 

“No one questions the right of an em- 
ployer to discharge an employee who 
does not efficiently perform his duties. 
It would be poor business practice not 
to do so. In this case, however, we are 


not confronted with the question of 
whether the employer was justified in 
discharging this employee—but, rather, 
was the claimant guilty of some act or 
acts which ultimately produced her dis- 
charge and which may be properly 
characterized as misconduct. The fact 
that the claimant was physically unable 
to hear was not disconduct. 

The Bureau of Employment Security 
concluded that: there is no simple 
method of determining the effect of poor 
work discharges on unemployment in- 
surance claims. When poor work results 
from violation of instructions, gross 
negligence, and intentional acts of the 
worker, it is not difficult to rationalize 
that the statute intended the worker to 
assume the risk of a forfeiture of his 
claim. Poor work occurs sometimes, how- 
ever, when the worker is using his best 
effort to avoid it. Who assumes the risk 
in these cases? If the employer has ful- 
filled his responsibility for proper selec- 
tion, training, instruction, and supervi- 
sion, should the cost of poor work be 
apportioned to the worker through dis- 
qualification of the claimant? Should the 
failure of management in any of these 
responsibilities relieve the claimant of 
any risk of the cost of poor work? Is it 
proper for the claimant to assume any 
risk of the loss of his claim unless his 
poor work was done intentionally under 
conditions which he could reasonably 
expect to result in his unemployment? * 


NY UI men check withholding 


New York STATE is using unemploy- 
ment insurance auditors to check with- 
holding reports. This interesting experi- 
ment may well prove to be beneficial to 
many governmental authorities. 

The New York State Tax Department 
was considering hiring new personnel 
to enforce its recently enacted income 
tax withholding provisions. Instead it 
was decided that beginning October 1, 
State Labor Department inspectors, 
when checking employer’s compliance 
with the unemployment insurance laws, 
would also examine employers for in- 
come tax withholding. The new pro- 
gram had been tested for several weeks 
in the Albany and Utica areas before 
being adopted on a state-wide basis 
October 1. The Tax Department said 
that it expected the check of withhold- 
ing records would uncover some em- 
ployers who were not deducting income 
taxes from employee’s pay or who were 
deducting them but not turning over 
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the money to the state tax department. 

The Department said- that the new 
system would permit a much faster check 
of all payrolls. Nearly 300 auditors from 
the Labor Department visit the state’s 
employers at the rate of 70,000 a year. * 


Recent changes in payroll tax 
laws and regulations 
New York 


The New York State Unemployment 
Insurance Law was recently changed 
to permit employers to make voluntary 
contributions into the unemployment 
fund in order to secure or maintain a 
lower unemployment contribution rate. 
The law as amended indicates that vol- 
untary payments may be made by the 
employer at any time, but such pay- 
ments shall be credited to the employer’s 
account as of the June 30 coinciding 
with or next following payment. 

Inasmuch as the effective date of this 
change is July 1, 1959, the first annual 
contribution rate which may be affected 
by the pxyment of a voluntary contribu- 
tion will be the rate assigned for the 
calendar year 1961. The employer's ac- 
count percentage which will be used in 
assigning 1961 contribution rates will be 
the account percentage as of 6/30/60. 


Connecticut 


Form UC-6, “Accession Report” will 
not be required to be filed in Connecti- 
cut after September 30. In its stead a 
“Return to Work” notice will be re- 
quired to be completed by employers 
when requested by the administrator. 


Massachusetts 


A NUMBER OF CHANGES were made in the 
Massachusetts Unemployment Law deal- 
ing with the eligibility for benefits and 
benefit amount and duration. 

Beginning December 13, 1959 the 
maximum weekly benefit amount pay- 
able to an unemployed worker will be 
$40.00. This will be increased from 
$35.00 which is the current maximum 
weekly benefit. The new maximum will 
be based on high quarter earnings of 
$1,120. as compared to $1,063. in pre- 
vious high quarter earnings. The weekly 
benefit payable for a dependent child 
will be increased at the same time from 
$4. to $6. 

The duration of benefits will be raised 
from 26 weeks to 30 weeks. 

The minimum required base period 
earnings which an individual must have 
in order to be eligible for benefits has 
been increased from $500. to $650. 
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Federal limit on states taxes is unfair 


to consuming states and to local firms 


by FRED L. COX 


These columns have in recent months reported the attitude of those supporting 


the need for Federal legislation to limit the right of states to tax interstate com- 


merce. Mr. Cox now eloquently presents the arguments of states that fear a decline 


in their revenues as a result of the new law. 


_ STORM RAISED over the North- 
western-Stockham1 decision was out 
of all proportion to the importance of 
the case. The compliance problem 
created by it and the subsequent dispo- 
sition of Brown-Forman,2 International 
Shoe Company,’ and ET & WNC Trans- 
portation Company* was exaggerated far 
beyond actualities. The real problems in 
this field were created not by these cases 
but by the hasty and ill-considered legis- 
lation5 enacted in their wake. 

In 1918, the Supreme Court in the 
U. S. Glue Company® case clearly 
pointed out the distinction between a 
direct and an indirect burden on the 
commerce. In that case the tax was held 
to be unrelated to the regulation of 
commerce. No decision of the Supreme 
Court from 1918 until now, in the case 
of a tax directly on net income, has held 
to the contrary. Taxes have been in- 
validated by the court only in cases 
where the tax was on a legally different 
subject. Thus, in the Northwestern- 
Stockham decision the court properly 
held “. . . that net income from inter- 
State operations of a foreign corporation 
may be subjected to state taxation pro- 
vided the levy is not discriminatory and 
is properly apportioned to local activi- 
ties within the taxing state forming 
sufficient nexus to support the same.” 

However, in his dissent, Mr. Justice 
Frankfurter envisioned a compliance 
burden “in the case of small companies 
doing a small volume of business in sev- 
eral states.” Companies that had ceased 
to be small or medium-sized seized 
on Justice Frankfurter’s dissent to press- 
ure Congress, through their trade as- 
sociations, into providing state tax im- 


munity to certain interstate operations. 

The chief complaints made by the 
trade associations were (1) the cost of 
compliance to meet the divers and 
variegated tax laws of 50 states, (2) the 
danger of taxation on more than 100% 
of net income, ($) the subjection of 
businesses to delinquent taxes, penalties, 
and interest for back years. (4) an im- 
peded flow of commerce among the 
states, and (5) the problem of undefined 
nexus. Let us consider these objections. 


Compliance costs 


Any increased cost of records needed 
to meet state requirements would be 
insubstantial. Most records needed are 
already required and will continue to 
be required for Federal tax purposes. 
A small business does not do business 
in many states with sufficient nexus to 
require the filing of a return. The con- 
tention that small companies doing a 
small volume of business would be sub- 
jected to a compliance cost in 50 states 
is an absurdity. 

The answer to increased cost of com- 
pliance or administration is in uni- 
formity and not in tax immunity on in- 
come the states have a constitutional 
right to tax. 


Over-apportionment 


The fear that taxpayers would be 
taxed on more than 100% of net in- 
come by reason of dissimilar state ap- 
portionment is just a fear. While the 
possibility is not denied, the probabil- 
ity is very remote. 

If every state in the nation imposed a 
tax measured by net income, which is 
not the case, and no two states had the 


same formula for apportionment, still 
no corporation would be required to 
pay a state tax on more net income than 
it earned, if the various formulas did 
in practice what they are theoretically 
supposed to do, namely, apportion to 
each taxing jurisdiction the income rea- 
sonably attributable to each jurisdic- 
tion. It is admitted that present formulas 
do not result in such equitable appor- 
tionment, but again uniformity, not 
tax immunity, is the solution to this 
problem. 

While the cry has been long and loud 
about the danger of over-apportionment 
of income, no sound has been heard 
about the evil of under-apportionment 
of income. Here is a greater wrong. 


Administration costs 


State tax administrators are not in- 
terested in spending tax dollars to col- 
lect tax dimes. As an example, consider 
the State of Georgia, universally recog- 
nized as one of the more aggressive states 
in the administration of its income tax 
laws. Its law is broad and all-inclusive— 
purposely so. But Georgia has never 
insisted on the collection of a tax on 
the income of an out-of-state corpora- 
tion derived from occasional or isolated 
transactions within the state; nor does it 
now propose to do so. Furthermore, 
Georgia has never collected a tax on the 
income of an out-of-state corporation or 
individual which was derived exclu- 
sively from the sale of goods to Georgia 
customers by telephone or mail orders. 

However, where the business activi- 
ties within the state are regular, con- 
tinuous and substantial, economic justice 
as well as the law, demands the tax. 


Impeding commerce 


The fear of impeded flow of com- 
merce among the states was raised by 
the proponents of congressional action 
to immunize exclusively interstate in- 
come from state taxation. The economic 
welfare of the states must be weighed in 
the balance with the free flow of com- 
merce among them and it is of no less 
concern to the national welfare. The 
right to a free and unimpeded flow of 
commerce among the states is of little 
value to business or the national wel- 
fare without a healthful and _ virile 


economy. within the states. Witness the 
1930’s when the industrial states had 
inventories piled high and _ businesses 
were going bankrupt on account of-a 
lack of purchasing power in the consum- 
ing states. Without the market, there is 
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no capturing of profits. The states have 
not only the constitutional right but 
also an economic right to tax the in- 
come earned from the exploitation of 
their markets. 

Furthermore, the complexity of our 
economy makes doubtful the existence 
of “exclusively” interstate commerce. 
activities and _ transactions, 
modes of transportation and communi- 
cation, manufacturing and marketing 
operations, federal and state taxing areas 
all overlapping and not always moving 
in separate and distinct jurisdictional 
orbits, prohibit the total separation of 
exclusively interstate commerce from ex- 
clusively intrastate commerce. In a 
multistate operation, one inevitably be- 
comes commingled with the other. 


Business 


Nexus 


The indeterminate concept of nexus 
raises many questions. For instance, is 
there a difference in nexus required to 
support a tax imposed directly on net 
income and nexus to support a tax on 
some other legal subject merely meas- 
ured by net income? What is sufficient 
nexus in the two situations is still the 
leading question, notwithstanding the 
enactment by Congress of Senate Bill 
2524, P.L. 86-272. 

There can be no doubt from the 
Northwestern-Stockham decision and the 
subsequent accorded the 
Brown-Forman and 


treatment 
Louisiana cases of 
International Shoe Company, that little 
nexus is required to support a state tax 
imposed directly on net income, whether 
or not the income is derived from ex- 
clusively interstate operations. Insofar as 
a state tax imposed directly on net in- 
come is concerned, it is my opinion that 
the commerce clause is without any 
efficacy whatsoever, for the reason that 
the tax has no designs on the commerce 
and is unrelated to the regulation of 
the commerce; and so far as the due 
process clause is concerned, anything 
within the taxing state which materially 
contributed to the production of the 
income taxed is sufficient nexus to sup- 
port the tax. That anything or some- 
thing within the taxing state which con- 
tributed to the production of the income 
may be an 


activity, transaction, ex- 
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ploited market or any other income pro- 
ducing factor within the state. ‘Sufficient 
nexus” is the end result of facts applied 
to law. 

The scope of due process in this area 
of taxation is quite narrow, and prop- 
erly so. Did the state possess the power 
to impose the tax, and was the income 
reasonably attributable to sources within 
the state? If so, the income supports 
jurisdiction, and due process is afforded 
by adequate notice to the taxpayer. Due 
process in such a case is not concerned 
with domicile but the place where the 
events producing the income occurred. 
I hasten to say that I do not have a 
Supreme Court decision to unequivo- 
cally support my position. But if a state 
carries its burden of proof and shows 
these facts, then I believe the rationale of 
earlier cases will compel the court to 
accept this position. 


The Penney case doctrine 


Wisconsin v. J. C. Penney Co.7 shows 
that the fact a state tax is contingent 
upon events occurring outside the tax- 
ing state does not destroy the nexus be- 
tween the tax imposed and the event 
existing within the taxing state for 
which the tax is an exaction. The Mary- 
land case of Miller Brothers’ may seem 
to refute this doctrine. On the surface 
Miller Brothers appears convincing but, 
in my opinion, it will not survive 
scrutiny. I believe a careful appraisal of 
the Miller Brothers decision will con- 
vince an unbiased mind that the Mary- 
land tax would have been sustained, if 
Maryland had carried the burden of 
showing that the sales to Maryland cus- 
tomers would not or could not have 
been consummated except upon delivery 
of the merchandise to the Maryland 
customers by Miller. This Maryland did 
not do. Furthermore, the Maryland tax 
was not a tax directly on net income. 

Projecting the doctrine in the Penney 
case to a situation where an out-of-state 
corporation exploits the market of the 
taxing state, by whatever means it 
chooses, it seems clear that the fact the 
state tax is contingent upon events oc- 
curring outside the taxing state does not 
destroy the nexus between the tax im- 
posed only on profit and the event of 
profit-capturing within the taxing state. 
The state tax imposed directly on net 
income is an exaction of only a part of 
the profit captured from sources within 
the taxing state and not on anything 
that occurred outside the taxing state. 

In the exploitation of a state’s mar- 
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[Mr. Cox a member of the Georgia De- 
partment of Revenue is well known as a 
speaker and writer in defense of the 
taxing rights of the states. This article 
is based upon a talk he presented at the 
Marquette University Institute of Taxa- 
tion in October.] 





ket, the economics involved form a suffi- 
cient nexus to support a tax directly on 
the net profit derived from the exploited 
market within the state. The marketing 
state’s tax is no more contingent on the 
manufacturing outside the state than the 
manufacturing state’s tax is contingent 
on sale outside the state. 


Due process 


A more difficult question is just how 
much nexus within the taxing state is 
required to support a tax on a privilege, 
or other similar legal subject, that is 
merely measured by net income. Prior 
to the Northwestern-Stockham decision 
there appeared a great deal of confu- 
sion as to the legal distinction between 
a tax directly on net income and a tax 
merely measured by net income the 
subject of which is directly related to 
the regulation of commerce. Just why 
there should have been so much con- 
fusion concerning a matter so clearly 
charted by prior decisions of the court, 
I do not understand. For more than 
forty years the Supreme Court had clear- 
ly distinguished the two. You will note 
I refer to legal differences and not to 
economic effects. 

A tax related to the regulation of 
commerce runs afoul of the commerce 
clause if the business done within the 
state is exclusively interstate. There is 
no such obstruction in the way of a tax 
the subject of which is net income. 

That the Supreme Court recognizes 
the legal subject of a tax is clearly dis- 
cernable by a review of the two Virginia 
Railway Express cases. In the court’s 
19549 decision it struck down the Vir- 
ginia tax as being a tax on the privilege 
of doing exclusively interstate business 
and, as applied to a foreign corpora- 
tion, a violation of the commerce clause. 
However, after a slight change in the 
language of the Virginia statute, shift- 
ing the subject of the tax from the 
privilege to do an interstate business to 
an “in lieu of” all other taxes, the 
Supreme Court in 195919 held the tax to 
be validly imposed on property in Vir- 
ginia and not on a privilege to do busi- 
ness in Virginia. And, this notwithstand- 
ing the fact that the Virginia statute 
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still designated the tax as. “a franchise 
tax.” 

The 1959 decision in Railway Express 
in no way nor to any degree invalidated 
the 1951 decision of the Court in Spec- 
tor Motors!1 but rather reemphasized 
the importance of a proper constitu- 
tional channel for the imposition of a 
state tax. A state cannot validly impose 
a tax on the privilege to engage in 
interstate commerce, but if the tax is 
unrelated to the regulation of com- 
merce, it is beyond the purview of 
Federal powers to interfere with state 
prerogatives. 


P.L. 86-272 unconstitutional 


I have already said, it seems to me 
clear beyond doubt that a tax imposed 
only on net income derived from inter- 
state commerce is not a tax on the com- 
merce nor a tax related to the regula- 
tion of commerce. Such a tax sets up no 
barrier to the free flow of commerce 
among the states for the tax is not im- 
posed until after the commerce has 
ended. For Congress to restrict the 
states’ power to impose such a tax, as it 
now has done, is an unconstitutional in- 
vasion of the states’ inherent powers 
and is unwise and unfair. 


Economic discriminations 


Furthermore, the Federal statute tends 
to concentrate wealth in the coffers of 
fewer and fewer states. In 1954, the lat- 
est figures available to me from the 
United States Department of Com- 
merce,!2 8 states had 56.82% of the 
manufacturing establishments in the 
entire nation and 62.73% of the na- 
tion’s manufacturing payroll. Three of 
these 8 states do not have an income tax 
law and they account for more than one- 
third of the total business in the 8 
states. The other 5 states will find it 
necessary to change their opportion- 
ment laws or the income to which the 
new Federal statute grants immunity 
will escape state taxation entirely. These 
states and the businesses located in 
them are the real beneficiaries of the 
Federal act, not the small and medium- 
sized businesses that furnished the 
smoke-screen of propaganda for the big- 
business tycoons in their campaign for 
tax immunity on interstate income. 

The Federal statute discriminates 
against small and medium-sized busi- 
nesses by forcing them to bear the bur- 
den of tax for which big businesses are 
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granted immunity. A small business, 
domiciled in and taxed upon its profits 
by its home state is compelled to com- 
pete at a discriminatory disadvantage 
when a large multistate operator is 
granted immunity on profits from ex- 
clusively interstate sales. The small busi- 
ness must bear the tax burden for both. 
State and local governments of con- 
suming income-tax states will find it in- 
creasingly difficult to raise sufficient rev- 
enues to supply public services and sup- 
port public institutions as more and 
more multistate operators concentrate 
their sales offices and warehouses in 
states without income taxes. Some na- 
tional organizations and_ publications 
are already advocating such a policy. 


Rigid rules 


The Federal statute removes the de- 
termination of when a business is too 
inconsequential to be required to file a 
return from the discretion of the state 
tax administrator, who is familiar with 
the problem, and gives only the uni- 
form rule of a Federal statute. 

It has been asserted by some of the 
proponents of the Federal statute that 
the matter of permitting state tax ad- 
ministrators such discretionary author- 
ity is very frightening and is fraught 
with many evils. However, I think it a 
fair appraisal to say that it is no more 
sinful and is beset with no more dan- 
gers for a state tax administrator, with 
all the facts before him, to exercise such 
authority than for an arbitrary Federal 
statute to do so without regard to facts 
or equity. The determination of the 
point beyond which the result is a 
diminishing return of revenue is a mat- 
ter properly chargeable to the adminis- 
trative integrity of the states. 

For example, a hardware or appliance 
business outside the taxing state may 
have an office and inventory in the tax- 
ing state but comparatively smail re- 
ceipts and profit from the market of the 
state, whereas a large tobacco or liquor 
business outside the taxing state with 
no office or inventory in the taxing state 
may reap extremely large profits from 
the state’s market through solicitation 
alone. It would, therefore, appear that 
the states are in a better position to 
know what income they should or 
should not tax within, of course, their 
constitutional power to do so. History 
does not indicate that administrative in- 
tegrity is improved by distance from the 
problem nor does reason suggest it. 

The Federal statute creates many 


problems and solves few, if any. It 
leaves for judicial determination the 
question of what is solicitation alone. Is 
solicitation accomplished only by the 
taking of an order or is solicitation ac- 
complished by extensive promotional ac- 
tivities with in the state which result in 
orders? What is the correct interpreta- 
tion of Section 101(a)(2)? Is not the 
making of an in-state sale by an indirect 
representative of an out-of-state corpo- 
ration a discrimination against the same 
type sale made by a direct representa- 
tive of an out-of-state corporation? Is 
not an in-state authority which binds by 
contract an out-of-state corporation an 
act within the state of the out-of-state 
corporation? Has Congress the Consti- 
tutional authority to retroactively nul- 
lify a tax accrued to a state whether or 
not the tax had been formally assessed? 
In the absence of a _ constitutional 
amendment to that effect, does Con- 
gress possess the power to limit the 
states’ power to impose a tax unrelated 
to the regulation of interstate com- 
merce? Where is the line of separation 
between the states and Federal powers 
under the commerce clause? Is PL 86- 
272, as applied to a direct net income 
tax, a usurpation of state powers? These 
are but a few of the questions which 
will claim the attention of the courts 
for many days to come. 


Unwise action 


A Federal statute which whittles 
away the inherent rights of sovereign 
states and tends toward a further cen- 
tralized economy for tax purposes is 
regrettable and is made the more so 
when accomplished through selfish in- 
terests and for unworthy motives. 

The act of Congress was premature 
and, as premature actions often are, a 
monumental blunder. Already opera- 
tional shenanigans have been set in 
motion to thwart taxes on net income 
derived from multistate operations. Any 
law or rule which permits the taxpayer 
to control or alter through operational 
manipulations the amount of tax to be 
paid on profits earned from sources 
within a state is wrong. This the new 
Federal statute does. 

The tax immunity on income fur- 
nished by the premature action of 
Congress has greatly minimized the in- 
terest of multistate operators and some 
industrial states in a uniform allocation 
and apportionment law. The cause of 
uniformity which had made much 


progress since February 24, 1959 has now 
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lost ground. Why should anyone be in- 
terested in uniformly apportioning in- 
come for taxation that now enjoys im- 
munity under law? Or, why should an 
industrial state which has market profit 
allocated to it by law now support a 
basis of uniformity which would ap- 
portion market or selling profit to con- 
suming states? The answers are too 
obvious. 

As to the future, and I say this with 
apology to the prophets and fiscal prog- 
nosticators, I see for attorneys-at-law an 
oasis of no mean proportions, for the 
taxpayers no panacea, for the states 
diminished revenues, and for the honest, 
faithful and patriotic state tax adminis- 
trator, a veritable hell. bs 


Supreme Court will review 
Scripto case on use tax 


THE Power of a state to require out-of- 
state sellers to collect use tax for it will 
be ruled on by the Supreme Court. The 
court announced that it would review 
the decision by the Florida Supreme 
Court in the Scripto case (105 SO2 775). 
In that case Scripto, a Georgia corpo- 
ration, was required by Florida to regis- 
ter as a dealer and to collect and remit 
Florida use tax. Scripto sold pens to 
Florida customers who gave them away 
as a form ot advertising. The Florida 
Supreme Court held that the fact that 
Scripto operated through some ten 
Florida wholesalers was sufficient con- 
nection with the state to support the 
state’s exercise of taxing power. 

The court in the Scripto case noted 
that it thought the Supreme Court de- 
cision in Miller Brothers Co. (347 U.S. 
340) was distinguishable. There the state 
of Maryland was held to have acted 
beyond its power in trying to force a 
Delaware corporation to collect Mary- 
land use tax on sales to Maryland cus- 
tomers. The Florida Court thought the 
Scripto situation quite different. “.. . the 
only ‘jurisdictional contact’ between 
Miller Brothers Co., a Delaware corpo- 
ration, and the state of Maryland was 
advertising in Delaware newspapers and 
radio stations that reached the notice 
of the Maryland residents and the oc- 
casional mailing of notices to former 
customers in Maryland. In Miller 
Brothers Co. there was no actual solici- 
tation of business in the taxing state 
by representatives of the Delaware cor- 
poration. The non-resident corporation 
maintained no representation whatso- 
ever in the taxing state . . . it appears 


to us, the essential aspects of jurisdic- 
tional contact for taxing purposes were 
lacking.” 

Whether the Florida court rightly in- 
terpreted the Miller Brothers case may 
be revealed when the Supreme Court 
issues its decision on the review it has 
granted. It is interesting to note that 
Mr. Cox in discussing of the Miller 
Brothers case on page 355 of this issue 
says that he thinks the decision was 
wrong; that there was sufficient nexus 
to permit Maryland to require the out- 
of-state firm to collect the tax. vr 


California increases rates 
on middle income brackets 


THE TAX CHANGES actually made by the 
California Legislature this year were not 
as fundamental as had been originally 
expected. Early in the season it had 
looked as though the California law was 
going to be extensively changed to con- 
form to the Federal. A few such changes 
were made but the important action 
taken was the increase on tax rates. 
Russell S$. Bock, reporting on the new 
law for a recent CPA Newsletter of 
the California Society of CPAs character- 
ized the changes, which conform largely 
to the Governor's proposals, as something 
of a “soak-the-rich” program, although 
they probably would be described more 
accurately as a “‘soak-the-middle-income” 
program. At the $25,000 income level 
the increase amounts to approximately 
70%. To be more explicit, a single tax- 
payer whose gross income is $25,000 and 
who uses the standard deduction will 
pay $450 more tax for 1959—an increase 
of 71%. Married taxpayers with the 
same income will pay $223 more—an in- 
crease of 68%. A few taxpayers in the 
lowest brackets will actually get a re- 
duction in tax. Those in very high 
brackets will suffer a substantial increase 
in dollars but a much smaller percent- 
age increase than most people in the 
middle brackets. The new top rate of 
7%, when combined with the top federal 
rate of 91%, means that there will be 
situations where a person will get to 
keep only two cents out of a dollar of 
additional income! (This of course ap- 
plies only in the rather unusual case 
where no federal tax benefit will be 
realized by using the California tax as 
a deduction.) 

The tax rate on corporate income has 
been increased from 4% to 514%, with 
the maximum rate for “financial” corpo- 
rations up from 8% to 914%. The mini- 
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mum franchise tax was raised from $25 


to $100. 


Depreciation and capital gains 

The California depreciation provi- 
sions were conformed with the Federal 
effective as to new property acquired 
after December 31, 1958. This means 
that 200% declining-balance and sum-of- 
the-years-digits depreciation is now 
allowable, but it does not eliminate the 
difference from federal depreciation for 
years prior to 1959. The California law 
was also conformed to the federal pro- 
vision, adopted in 1958, that allows 20% 
additional first-year depreciation (within 
limits) on certain property. 

Capital gain and loss provisions were 
also conformed to the Federal law, so far 
as the personal income tax is concerned. 
This applies to the 6-month holding 
period, the “short-term” and “long-term” 
classifications, the $1,000 limitation on 
net losses, and the 5-year capital-loss 
carryover. * 


Other state tax news 
La. to challenge PL 86-272 


The Louisiana Collector of Revenue, 
Robert L. Roland, thinks the new Fed- 
eral limit on state taxation of income 
from interstate business is unconstitu- 
tional. He told a meeting of The Tax 
Executives Institute that he intended 
to raise the constitutional issue just as 
soon as the proper case comes along. * 


Interstate carrier subject to highway 
privilege tax. In 1951 the State of New 
York extended to interstate carrier the 
2% gross receipts tax on utilities. The 
court finds that the tax is constitutional, 
being imposed for the privilege of using 
the highways. Public Service Coordi- 
nated Transport, Ct. Apls. N. Y., 7/8/ 
59. 


ARE YOU PREPARING FOR 
ELECTRONIC DATA PROCESSING? 


Inform yourself and your staff through 
Programming for Business Computers, 
A Home Study Course. Designed for 
people without technical training or 
experience, it is based on a similar 
course members of the firm developed 
and are teaching at a large University. 
Free brochures describing the course 
are available upon request from 
Member—National Home Study Council 
Business Electronics Inc. 
Computer Unit 
420 Market St. 
San Francisco 11, Cal 
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Associated Patentees: a loophole 


made by IRS policy - or want of it 


by HOWE P. COCHRAN 


With the announcement this year that it acquiesces in Associated Patentees, the 


IRS gives its final approval to what has become one of the classic tax shelters. 


Counsel for the taxpayers in that long-drawn-out litigation here tells the fascinating 


inside story; how the plan was conceived as a measure of desperation in the face 


of bankruptcy and without any consideration of tax problems; how the inventors, 


when success was achieved, were quite happy to pay ordinary income tax; how it was 


the IRS shortsighted attempt to find a small deficiency against the Associated 


Patentees that led to capital gains treatment of the returns to the inventors. Here 


originated the now well-settled principle that the corporation currently deducts 


as depreciation the profits it pays as purchase price of the patents. 


—" EN YEARS Is a long time for one 
tax case to remain open; not a 
record, of course, but well over average. 
The first Associated Patentees case was 
docketed in the Tax Court August 5, 
1942. In July 1959, the Commissioner of 
Internal Revenue acquiesced in the de- 
cision reached in that case (4 TC 979, 
acq. IRB 1959-28) and agreed it repre- 
sented the correct rule of law. 

This litigation! established a _prin- 
ciple which has cost the government 
millions of dollars, though the Patentees 
case itself involved only about $40,000 
at the beginning. The story of how this 
all came about tells far more about the 
realities of tax planning and practice 
and procedure than a dozen footnote- 
studded treatises on the law. 

Back in 1928 a strangely incongruous 
group of exceptionally talented men 
entered into a most extraordinary agree- 
ment to pool their talents; and it was 
the beneficial results of this pooling 
that brought on the Patentees’ case. 

About 1928 a Mr. Todd, an Eng- 
lish accountant, returned to the United 
States from South America. He came to 
New Jersey and offered himself as a 
candidate for the position of General 
Manager with U. S. Tool Company, 
Inc. He was told the company was in a 
serious financial position but the com- 
pany officials agreed to put him on at 


$100.00 a week, plus a stock option. 
Mr. Todd then chose from among the 
men in the shop three very small stock- 
holders of the company whom he con- 
cluded had real talent, and asked them 
to come to the office and talk with him. 
He told them their jobs and invest- 
ments in the company were all but lost, 
and that there would be no “pay day” 
that night. He suggested to these three 
men that if he and they could keep the 
plant open, there might be a great 
future in it for them. Maybe, if all went 
well, the four of them could end up 
owning a prosperous business. He sug- 
gested that, while keeping their indi- 
vidual autonomy and identity and with- 
out incurring any joint debts or obliga- 
tions, they combine their very different 
talents so that all of them would prog- 
ress together. Of course, he said, they 
would have to reorganize the U. S. ‘Tool 
Company’s business and develop a new 
product. To that end it would be neces- 
sary for them to use their several skills 
(their inventive talents and his mana- 
gerial talents), and to agree that any 
patents that might develop from any 
of their efforts, and the proceeds there- 
from, would belong to the four of them 
equally, in undivided interests as long 
as all lived, and to the survivors equally. 
The suggestion that any such arrange- 
ment could work probably insults the 


intelligence of the reader. The only 
answer is that here were four men, none 
of any particular wealth, who had a slim 
chance, by utilizing their different 
talents, to exchange their hopeless posi- 
tion for a success bounded only by those 
talents and their integrity. Still, these 
men did make the agreements suggested, 
and honored them in every particular 
for many years, even on the death of 
two of them, and all of them prospered. 

It takes us a little ahead of our story, 
but it is well to add here that the work 
of the four men, under this agreement, 
saved the U. S. Tool Company, Inc. 
from failure, and built it into a leader 
in its field. The startling fact is that in 
the first full year, of operation these 
four men caused the bankrupt U. S. 
Tool Company, Inc. to earn $320,000 
of taxable profit. 


Formation of Patentees 


The day came when these four men— 
Mr. Todd, Mr. Powers, Mr. Koch and 
Mr. Borton—bought and owned the 
U. S. Tool Company, Inc. It is ironic 
that in acquiring the business these four 
men had to pay a price that reflected 
the values they, themselves, had created. 

Shortly after these men made their 
extraordinary agreement, and as a part 
of their plan for survival, they formed 
the Associated Patentees, Inc. They paid 
into Patentees some 20-odd patents 
which belonged to them under their 
agreement and which the records show 
had no real value; and for the patents 
they received all of the Patentees stock 
—100 shares of a “value” of $1000. No 
problem ever arose concerning these 
original 20 patents since they were not 
exploited; nothing came of them. 

Soon after the formation of the 
Patentees, these four men, under what 
they believed was a rental agreement, 
turned over to Patentees another group 
of patents covering certain remarkable 
inventions of Mr. Borton and Mr. 
Koch. 

The agreement whereby these men 
thought they rented these patents or, 
let us say, thought they granted Paten- 
tees the right to license others to make 
machines under these patents, was that 
Patentees would pay one-fifth of its 
gross royalties to each of them and keep 
one-fifth to operate its business. It was 
a part of the agreement that, in order 
to keep the patents current, each of the 
four men would deliver over to Paten- 
tees any kindred inventions or patents 
that he might make during the re- 
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mainder of his lifetime, and that the 
payments would be made by Patentees 
during the life of the patents and any 
extensions thereof. 

Patentees, in turn, licensed the U. S. 
Tool Company, Inc. to make these new 
machines, and the Tool Company 
changed its business and went into the 
manufacture of the machines. The ma- 
chines manufactured under these pat- 
ents were then, in 1928, advanced auto- 
mation. This was long before automa- 
tion was on every one’s tongue. 

The money which these four men re- 
ceived, that is to say, the four-fifths of 
Patentees’ receipts, was reported by 
them as straight income and not as 
capital gain, and they paid their taxes 
on it at straight income rates. They 
believed that what they received was 
royalties. 


IRS proposes changes 


The Federal Government, in due 
time, audited the returns of these four 
men and of the Patentees, and while 
taxing the men on their receipts as 
though they were royalties, undertook 
to tax Patentees on the payments to the 
four men as though they were purchase 
money of patents and not royalties. The 
Commissioner of Internal Revenue was 
not satisfied with this highly advan- 
tageous inconsistent position which he 
had created for himself; he even failed 
to allow the Patentees depreciation on 
the patents which he claimed the Paten- 
tees had bought. In carrying out his 
plan, the Commissioner charged Paten- 
tees a personal holding company tax 
on the total amount of purchase money 
paid to the four men; since, in contem- 
plation of tax law as he saw it, earnings 
stayed in surplus and were not divided, 
having been used to purchase assets. 

The Patentees appealed to the Tax 
Court, claiming that the amounts it 
paid were royalties and not purchase 
money, and that, since royalties were an 
expense, the Patentees owed no holding 
company tax. 

After a hearing, the Tax Court held 
that the rental agreement was, in con- 
templation of law, a sale; that the 
money paid to the four men was not 
royalties, but was purchase money, and 
sustained the Commissioner in his de- 
mands. 

The Patentees then asked the Tax 
Court for a re-hearing, calling attention 
to the fact that if Patentees had bought 
patents with the money which it thought 
it was paying out in royalties, then it 


bought depreciable assets and was en- 
titled to a depreciation allowance on 
such assets. The Tax Court reopened 
the case and it was set for a hearing. 

At the hearing the Commissioner 
argued that the depreciation should be 
a percentage of the amount of money 
actually paid out for the patents; where- 
as Patentees argued that the deprecia- 
tion should be a percentage, not of the 
amounts actually paid out for the 
patents, but an amount representing 
the annual expiration of the total cost 
of the patents, some small part of which 
was actually paid and the balance of 
which would have to be paid over many 
years to come. 


IRS refuses settlement 


At this point the judge of the Tax 
Court called a conference with counsel 
for both sides and stated that the prob- 
lem was new, and that he thought a de- 
preciation allowance based on only the 
cash paid to date for the patents would 
be too small in the first few years of the 
life of the patents and far too great 
in the later years, and that some sort 
of average ought to be made. He sug- 
gested that this case raised a very im- 
portant new legal question, and that, 
while this particular deficiency was only 
a few dollars, he could envision a situa- 
tion where, to use his words, “somebody 
is going to get hurt.” He urged that the 
parties settle. The taxpayer then sug- 
gested that the returns of Patentees 
and of the four men involved had been 
made in good faith, so why not leave 
the parties just where they were—the 
Patentees deducting the payments made 
and the four men paying taxes on their 
receipts at straight income rates? 

The judge asked the government at- 
torney if he would consider such a solu- 
tion. He said he had no authority to do 
so. The judge then said that he was 
not sure that, under the Court's orig- 
inal decision in the Patentees case, the 
four men were subject to anything more 
than capital gains rates; and then he 
asked the government attorney if he 
still thought that the taxpayer’s offer 
was unacceptable. The government at- 
torney stated that he had no authority 
to settle on such terms. 

The upshot of the situation was that 
the opinion (4 TC 979), in which the 
Commissioner of Internal Revenue now 
acquiesces, was handed down. It held 
that the payments were made for the 
purchase of patents, that the patents 
were depreciable assets, and that the de- 


Effective tax procedures + 359 


[Mr. Cochrane is a member of the Dis- 
trict of Columbia and New York Bars.} 





preciation each year was the same figure 
as the purchase money paid that year.? 
This was an overwhelming defeat for the 
government, and, as the judge said in 
chambers, “somebody got hurt.” 

Shortly after the first decision came 
down in the Patentees case, the Com- 
missioner determined a deficiency of 
less than $200 against Mr. Todd on 
other items for the year 1941, and so 
Mr. Todd took advantage of the op- 
portunity thus afforded him and filed 
a petition in the Tax Court, appealing 
from the deficiency, and asking for a re- 
fund of 1941 taxes overpaid. Mr. Todd 
claimed that he had overpaid his taxes. 
for that year, since he had treated 
moneys received from Patentees as. 
royalties, whereas they were purchase 
money and subject only to capital gains. 
rates. After the usual negotiations, the 
Commissioner admitted in the Tax 
Court that Mr. Todd had received pur- 
chase money and not royalties, that in- 
stead of owing something to the Gov- 
ernment the Government owed him a 
substantial refund; and, eventually, the 
Commissioner paid Mr. Todd his re- 
fund. 

In addition to Mr. Todd’s 1941 case- 
in the Tax Court, Mr. Todd, Mr. 
Powers, Mr. Koch and Mr. Borton, re- 
lying on the decision in the Patentees 
case, filed claims for refund for all the 
years that were open, claiming that if 
they sold the patents instead of leasing 
them, the money they received was pur- 


1In addition to the original case, there were (or- 
are) 


The Tax Court of the United States: 
Associated Patentees, Inc. Docket No. 2986 
Associated Patentees, Inc. Docket No. 5982: 
Associated Patentees, Inc. Docket No. 6717 

The Tax Court of the United States: 

Cecil Todd Docket No. 5446 

Cecil Todd Docket No. 23083 

Frederick Koch Docket No. 23035 

Walter P. Powers Docket No. 23057 

Alwyn E. Borton’s Est. Docket No. 23056. 
The United States Court of Claims: 


Alwyn E. Borton No. 49037 
Walter P. Powers No. 49038 
Cecil Todd No. 49039- 
Frederick Koch No. 48558 
The United States District Court, New Jersey: 
Borton Feb. 28, 1950- 
Todd No. 25-49 
Borton No. 22-49 
Koch No. 23-49 
Powers No. 24-49 
Koch No. 105-49 
Borton No. 104-49 
Powers No. 1 9 
Todd No. 103-49 
The Tax Court of the United States: 
Powers Docket No. 76858 
Todd Docket Ni 


0. 76859 

Todd Docket No. 82210. 
2 The Tax Court followed the decision in the Nel- 
son case (John A. Nelson Co., 28 BTA 529) in ar- 
riving at this conclusion. The Ne case was. 
decided on the theory advanced by the able and’ 
resourceful Mr. J. S. Seidman, to whom the writer- 
of this article is happy to give credit. 
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«chase money and not royalties; and, 
therefore, capital gains. The Commis- 
sioner of Internal Revenue reviewed the 
claims and allowed them, paying the re- 
funds as follows: Mr. Todd for 1942 
and 1943; Mr. Powers, 1941, 1942 and 
1943; Mr. Koch, 1940; and Mr. Bor- 
ton, 1941, 1942 and 1943. 

At this point the Commissioner had 
lost everything, and all his pains had 
been for nothing. He had collected no 
money out of Patentees, and had to pay 
numerous refunds to Mr. Todd, Mr. 
Powers, Mr. Koch and Mr. Borton. 


Others use plan 


There is a high probability that the 
fact that the Commissioner had, after 
warning, refused the offer of the Pat- 
entees and of Mr. Todd, Mr. Powers, 
Mr. Koch and Mr. Borton to leave 
things exactly as they were, and had 
dione so at a great loss, annoyed him to 
the extent of blaming Patentees’ coun- 
sel for his troubles; but however that 
might be, the Commissioner’s troubles 
were only starting. His real difficulties 
arose when many other patent owners 
sold their patents to corporations, 
owned or formed by them, so as to 
change royalties which bore the full in- 
come . tax..xates into: “sales” which were 
taxed at capital gains rates. It was not 
long before the Tax Court judge’s pro- 
phetic statement that somebody was 
going to get hurt came true to the ex- 
tent of many millions of dollars. 

In due time Mr. Todd, Mr. Powers, 
Mr. Koch and Mr. Borton filed claims 
for refund for other years than those on 
which refunds had been paid. The 
Commissioner denied these claims, al- 
though he had allowed similar claims 
for other years; whereupon the tax- 
payers sued in the Court of Claims: Mr. 
Todd for 1940; Mr. Powers, 1940; Mr. 
Koch, 1941; and Mr. Borton, 1940. Mr. 
Koch also sued the Collector in the Dis- 
trict Court for his 1942 and 1943 re- 
funds. 


Government reverses itself 


Just before the two-year limitation 
for suit for the recovery of money 
erroneously paid out of the Treasury 
of the United States had run, the Gov- 
ernment reversed its position and sued 
Mr. Todd, Mr. Powers, Mr. Koch and 
Mr. Borton in the District Court of New 
Jersey, (1949, Nos. 22-49, 23-49, 24-49, 25- 
49) for the recovery of the refunds it 
had paid them on the strength of the 
Patentees case (Mr. Todd was sued for 
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the years 1942 and 1943; Mr. Powers, 
1941, 1942 and 1943; Mr. Koch, 1940; 
and Mr. Borton, 1941, 1942 and 1943). 
The Government claimed that it had 
made a mistake in paying these men 
their refunds, and argued, all over 
again, that the moneys which these men 
had received from Patentees were tax- 
able at straight income rates instead of 
capital gains rates. These latter cases 
came on to be heard in the District 
Court in New Jersey in 1950. At that 
trial, the Court reviewed all the pro- 
ceedings that had taken place in these 
matters, and, in the course of the dis- 
cussion, someone remarked that all the 
parties would be dead before the “Pat- 
entees” litigation was over. That was 
and is probably true. As a matter of 
fact, the Government attorney on the 
case died the very next night, and since 
then Mr. Borton and Mr. Koch have 
died, Mr. Borton in February 1950 and 
Mr. .Koch in May 1952. 

The District Court decided in favor 
of the taxpayers, and they were not re- 
quired to pay back the refunds which 
they had received. (U. S. v. Borton, et 
al; Todd, et al v. Manning; DC, N. J., 
February 28, 1950). 

By this time these cases had come to 
the attention of the Attorney General 
of the United States who reviewed the 
entire situation and, after conferences 
with all the parties, made an agree- 
ment closing all the cases then open, 
including those in the Court of Claims, 
and also including the tax accounts of 
the various taxpayers for the year 1950 
which the Commissioner had audited 
and on two of which he had determined 
small deficiencies for matters other than 
Patentees. In the settlement it was 
agreed that, as a matter of law, Paten- 
tees was buying the patents, was sus- 
taining each year depreciation equal to 
the amount of the purchase money paid 
that year; that each of the owners was 
entitled to capital gains treatment on 
the moneys received by him from Paten- 
tees up to and including the year 1950. 

The agreement, which included the 
year 1950, is important, for Mr. Borton 
had died in February 1950, and Mr. 
Todd, Mr. Powers, and Mr. Koch, pur- 
suant to the agreement between the four 
men, had succeeded to the rights under 
the patents. Upon the examination of 
the 1950 returns of Mr. Todd, Mr. 
Powers and Mr. Koch, and the returns 
of the estate of Mr. Borton, the Com- 
missioner had treated all the receipts 
from Patentees as capital gains; such re- 


ceipts having been one-fourth each 
until Mr. Borton died in February 1950 
and one-third each to Mr. Todd, Mr. 
Powers and Mr. Koch after Mr. Bor- 
ton’s death in February 1950. The At- 
torney General, in his settlement of all 
the cases through 1950, recognized and 
agreed to the correctness of the treat- 
ment of these accounts by the Commis- 
sioner. 

The situation continued unchanged, 
and the conduct of all the parties con- 
tinued unchanged through 1951, 1952, 
1953 and 1954. In 1952, Mr. Koch died 
and Mr. Todd and Mr. Powers suc- 
ceeded to the patent rights. After Mr. 
Koch’s death Mr. Todd and Mr. Powers 
each owned one-half of the receipts from 
Patentees, and the Commissioner con- 
tinued, as before, to treat the amounts 
received from Patentees as capital gains, 
just as the Attorney General had done. 
The Commissioner continued this treat- 
ment through the year 1954. 


Another switch 


When the Commissioner examined the 
returns for all the parties for 1955 he 
changed his position and went half way 
back to his first love. This time he 
treated the money paid out by Paten- 
tees as money paid for the purchase of 
patents; and he treated the patents pur- 
chased as having annual depreciation 
equal to the purchase money paid an- 
nually; but he treated the two survivors 
of the original agreement as having re- 
ceived half the money received from 
Patentees as capital gains and half the 
money received from Patentees as 
straight income. The Commissioner also 
went back and reopened the year 1954 
which he had already closed. He seut 
deficiency letters for that year, now 
claiming that half the money received 
from Patentees was capital gains and 
half straight income. The Commissioner 
gave no reason for this rather remark- 
able treatment. The taxpayers appealed 
to the Tax Court and the cases are 
pending there at this time. (Docket Nos. 
76,858, 76,859, 82,210). 


The moral of the story 


It would seem from the above that 
while the case is acquiesced in, it will 
go on and on for many years to come; 
and it-is very doubtful if any lesson is 
to be gained from it except that, per- 
haps, inventors should combine into 
groups and form patent holding com- 
panies, and then treat the income from 
their several patents as capital gains so 
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long as none of the inventors, directly 
or indirectly, owns twenty-five per cent 
or more of the patent holding company 
(IRC, Section 1235). Still, it is obvious 
that such a patent holding company 
might involve hazards to the individual 
inventors so great that maybe it would 
be better for them either to sell their 
patents outright to strangers on a per- 
centage basis or to follow the pattern 
which Mr. Todd, Mr. Powers, Mr. Koch 
and Mr. Borton were following when 
this Patentees storm first broke; that is 
to say, keep their patents, accept their 
royalties, and pay their straight income 
tax. 

There is one difference between the 
Patentees case on the one hand and 
many of the other patent “sale” cases 
where the transactions were entered 
into as tax-saving schemes after the 
Patentees decision came down on the 
other. After all, Mr. Todd, Mr. Powers, 
Mr. Koch and Mr. Borton were not 
seeking a tax advantage; they were 
merely trying to hold their patents, 
along with any future patents, in one 
live hand for the protection of all of 
them, and for the benefit of the sur- 
vivors among them. They were willing 
to pay the top bracket income taxes, 
and in fact, did pay them. As to them, 
the whole thing grew up in the ordin- 
ary course of every day business life. 
The trouble was not of their making. It 
was Uncle Sam’s tax gatherers who got 
a wee bit eager and brought on this 
whole unfortunate affair. 

Before closing this little exploration 
into the insides of a tax case, let us 
glance at the costs of the operation. 

This was a small case, the figures 
were tiny compared to the usual tax 
matter. Yet the difference in taxes in 
this one little case on this one little 
principle of law was, conservatively 
stated, $1,000,000, and will be another 
$500,000 in the future. There must have 
been far more than one hundred cases 
created by the Patentees decision, and 
certainly the amounts involved average 
twice as much as the figures in the 
Patentees case (probably this figure is 
much too low). So, a million and a half 
dollars multiplied by 100, and that 
doubled, would be $300,000,000. Still, 
anyone with a pencil and an imagina- 
tion can reduce that figure or quadruple 
it. 

So let us get down to smaller and 
more understandable figures. The re- 
duced taxes, resulting from the Paten- 
tees case, to the persons involved in the 


Patentees case, was about $1,500,000. 
That is a provable figure and is small 
enough to understand. 

The costs of the litigation to the 
various taxpayers involved .in_ the 
Patentees case have been, to date, far in 
excess of $250,000. Just think of that! 
Still, about 60% of it was paid by the 
United States, since legal fees and ex- 
penses in tax litigation are deductible 
and reduce income taxes to the extent 
of the payor’s bracket. That is, how- 
ever, faint consolation. 

The Court costs and expenses to the 
United States were equally as great as 
those sustained by the various taxpayers 
involved in the Patentees case. 

The moral to this story is that harass- 
ing taxpayers just to be harassing is an 
expensive pastime for Uncle Sam’s tax 
gatherers. a 


IRS hopes to use magnetic 
tape information reports 


ONE OF THE most highly significant, cur- 
rent developments in the Internal Rev- 
enue Service is its broadscale program 
of converting manual operations to elec- 
tronic data-processing and computing 
procedures. This program, which is well 
underway, will undoubtedly have a pro- 
found effect upon almost all taxpayers 
and businesses within the next few years. 
Particularly, its promises such revolu- 
tionary developments with respect to re- 
porting requirements and auditing pro- 
cedures that tax men should be aware 
of what’s coming. Already, it is under- 
stood, the Social Security Administra- 
tion is permitting certain employers, on 
an experimental basis, to submit on 
magnetic tapes the quarterly social se- 
curity data usually returned on Schedule 
A of Form 941. Conversations with ofh- 
cials of the Internal Revenue Service 
indicate that they, too, want to permit 
reporting to be made through the use 
of tape and computed equipment. How- 
ever, it is understood that a stumbling 
block in this program is the current un- 
availability of a common converter 
which would permit the Service to 
handle the tapes of all the different 
manufacturers of electronic data-process- 
ing equipment. 

As is well known, the Internal Rev- 
enue Service conducts what may well 
be the largest paper processing opera- 
tion in the world. The amount of paper 
coming to rest in the Service every 
year is enormous. It consists of tax re- 
turns, information returns, responses to 
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questionnaires and correspondence, and 
so forth, and most of it comes by mail. 
The volume of this paperwork is indi- 
cated by the fact that approximately 
94 million tax returns with 259 million 
information returns alone are received 
each year. Not only must the Internal 
Revenue Service undertake the stagger- 
ing job of sorting this paper and process- 
ing the information contained therein, 
but it also must audit and investigate 
individual taxpayers on the basis of as- 
sembled data. Big as this job is, it is one 
which has been growing even larger an- 
nually since World War II. 

As a first step in the transition to 
electronic data-processing, the Internal 
Revenue Service has established three 
so-called “service centers” in Lawrence, 
Massachusetts, Kansas City, Missouri and 
Ogden, Utah, where the processing 
workload for all its various regions has 
been centralized. Here, with the utiliza- 
tion of modern electronic processing and 
computing equipment, an_ increasing 
number of tax and information returns 
has been handled. The main function 
of these centers is the processing of in- 
dividual income tax returns with a par- 
ticular view to matching withholding 
statements and other information re- 
turns against the amounts actually re- 
ported. In addition, these centers em- 
ploy computers to verify the mathe- 
matics on tax returns, issue bills for 
taxes due and provide data to the Treas- 
ury Disbursing Office for issuance of 
refund checks where indicated. Cen- 
tralization of activity in these centers 
has now advanced to the point where 
it is anticipated that all 1959 individual 
income tax returns will be handled in 
these service centers, as will many other 
operations—for example, the quarterly 
employee tax returns. 

In a speech delivered to the Tax 
Executives Institute at its 14th Annual 
Convention at French Lick, Indiana in 
September, 1959, (the full text appears 
in the current issue of The Tax Execu- 
tive), Commissioner Dana Latham dis- 
cussed this broad scale conversion to 
electronic data-processing equipment. 
He pointed out that establishment of 
these service centers constitutes just a 
beginning in this development and that, 
through expansion of these new meth- 
ods, the Internal Revenue Service will, 
in effect, convert to an entirely new re- 
turn-processing system which “will cap- 
ture the financial and technical essen- 
tials of all returns and information 
documents and enable us to do a really 
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efficient job of posting, billing, refund- 
ing and verifying and to provide the 
tools for major advances in enforce- 
ment.” He further stated that current 
expectations are that one of the nine 
Internal Revenue regions will shortly 
be converted to electronic data process- 
ing and that the system will be gradually 
extended to all the other regions 
throughout the United States. Present 
estimates are that the pilot regional set- 
up will be under way sometime in 1961, 
with all the remaining regions follow- 
ing within a few years thereafter. 


More thorough audits 


An obvious benefit of this broad con- 
version to modern processing and com- 
puting procedures will, of course, be 
substantially increased productivity and 
efficiency within the Internal Revenue 
Service. In addition, tax men should be 
prepared for substantial changes in two 
fields of particular interest to them—that 
is, in reporting and auditing procedures. 

In the information reporting area, the 
use of this new electronic data-process- 
ing equipment will, for many employers, 
make the job of assembling and report- 
ing such data as wages and dividends 
paid much easier than it is now. Em- 
ployers will be allowed to submit such 
data as that which is now contained on 
the quarterly employee tax return (Form 
941), or the employer’s annual state- 
ment with respect to wages and divi- 
dends paid (Form 1099) on tape instead 
of the present written forms. 

In the auditing area, the use of this 
modern electronic data-processing equip- 
ment by the Service will permit the 
establishment of prime files with re- 
spect to each taxpayer in the country 
for all taxable years. Or, in the words 
of Commissioner Latham, the Service 
will be able to handle and bill “taxes of 
all types, for all years, of the same tax- 
payer . through a single account.” 
Furthermore, it will be possible to 
match all information data against re- 
turns filed without any real possibility 
of error. 

As a result of this development, the 
Service will, in the relatively near fu- 
ture, be able promptly to notify tax- 
payers of additional taxes due whenever 
information returns indicate unreported 
income. The existence of such prime 
files will permit an analysis of the tax- 
payer's returns over a period of years; 
and where significant discrepancies in 
particular items occur from year to year, 
such returns can be singled out by an 
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electronic eye for audit. No longer will 
the selection of returns for audit neces- 
sarily be governed largely by the laws 
of chance. Also, for example, much of 
the analysis of prior year returns needed 
for net worth calculation will be easily 
available to agents without laborious 
computation. 

Not the least significant result of this 
modernization program within the Serv- 


ice will probably be a further downgrad- 
ing of the element of sport in the tax 
reporting system. To some, this may 
represent just one more melancholy evi- 
dence of the increasing mechanization 
of life; however, for those taxpayers who 
regularly pay their taxes in full, a 
lengthening of the odds against their 
more careless brethren should not be 
unwelcome. vy 


New procedural decisions this month 


Wife, though innocent, liable for fraud 
penalty on joint return. A wife and her 
husband filed a joint tax return for 
1950. In that year the husband omitted 
over one-third of his accounting income, 
some of it in relatively large fees, and 
attempted to disguise his fees on seme of 
his client’s records. At a later date he 
also pleaded guilty to a criminal charge 
of filing a fraudulent return for that 
year. The sustains the fraud 
penalty and holds the wife severally 
liable not only for the deficiency in tax 
but also for the 50% addition to tax 
for fraud, even though the fraudulent 
acts were solely those of the husband. 
Pershall, TCM 1959-138. 


court 


Can’t rely on unpublished rulings issued 
to others. Taxpayers, appealing the 
Tax Court disallowance of interest on 
loans incurred to prepay premiums on 
annuity policies, argued in the alterna- 
tive that they should be permitted to 
rely on unpublished rulings on identi- 
cal situations issued to others and shown 
to them by insurance salesmen. The 
court holds they have no such right, 
quoting the Supreme Court statement 
that even published rulings have no 
force or effect and do not bind the 
Treasury. Nor was it an abuse of discre- 
tion of the Commissioner to retroactive- 
ly revoke these rulings. All those who 
had not received specific rulings were 
treated alike. Moreover, taxpayers did 
not prove that the IRS is treating those 
who had received rulings in any diff- 
erent way. Uniform treatment of all 
similarly situated is the test laid down 
in Auto Club of Michigan 353 U. S. 
180; Weller, CA-3, 9/9/59; Emmons, 
CA-3 9/9/59. 


Tax Court must consider expert testi- 
mony. Taxpayer claimed a casualty loss 
for cracks which developed in his river- 
front home due to slippage of the river 





bank. At the Tax Court hearing he in- 
troduced the evidence of various archi- 
tects and experts as to the cause of the 
cracks and the estimated damage. The 
government introduced no_ evidence. 
The Tax Court found that the expert 
witnesses were not competent and that 
taxpayer had failed to meet his burden 
of proof. This court reverses. There was 
a substantial body of reliable testimony 
ignored by the Tax Court for no rea- 
son. One judge concurs in the result 
but would not criticize the Tax Court's 
treatment of the evidence. Tank, CA-6, 
9/18/59. 


Refund claim must specify exact 
ground. Taxpayer filed a refund claim 
based on the confiscation of his prop- 
erty in Czechoslovakia by the Com- 
munists. The claim form showed the 
ground for deduction as a casualty loss, 
but at trial he sought to establish the 
loss as a business loss. The court dis- 
misses the claim. The Commissioner was 
not apprised of the business loss theory 
by the refund claim. Weinmann, DC 
N. Y., 8/10/59. 


Refund claim must show grounds. Tax- 
payer paid a deficiency with the inten- 
tion of suing for refund. It sent a letter 
to that effect with the payment. The 
claim for refund later filed showed no 
grounds, but a copy of the waiver Form 
870 and a copy of this letter were at- 
tached. The court dismisses the suit. 
The claim form did not apprise the 
Service of the grounds for refund, and 
this is a necessary condition to the right 
to sue. Inland Motor Freight, DC 
Wash., 8/4/59. 


EPT refund not limited to grounds 
stated in claim. Taxpayer corporation 
paid 1951 excess profits taxes of $18,400, 
and later filed a refund claim for the 
entire amount, based on a carryback 





™ wm = 


~ 2 wo A @ TR 





from 1952. The audit disclosed that tax- 
payer overstated the 1951 tax by $5,100. 
No other refund claim was ever filed by 
taxpayer. The government allowed the 
claim to the extent of only $13,300, 
which the correct 1951 excess 
profits tax before 1952 carryback. The 
court finds that taxpayer’s refund claim 
proper and allows the entire 
amount of $18,400 paid. Milwaukee 
Bedding Co., DC Wis., 9/23/59. 


was 


was 


Amended refund claims valid although 
filed ten years after original. In 1943, 
the assets of taxpayer, a closely held 
corporation, were sold at a loss and in 
1945 refund claims were filed for 1942 
and 1943, based on a loss carryback. The 
corporation had been dissolved in the 
meantime. The claims were signed by 
the trustee of the family trust to which 
the corporate assets had been sold. Mean- 
while, the Commissioner had claimed 
deficiencies for these years from this 
trustee as transferee and the assessments 
were contested. In 1953, the Tax Court 
rejected the deficiencies, deciding that 
the corporation was entitled to a net 
operating loss deduction, but it had no 
jurisdiction to act on the refund claims. 


Amended refund claims were filed in 
1955; based on the same grounds as the 
original, but signed by the statutory 
trustee of the dissolved corporation. The 
court finds that the amended claims 
were properly filed. The Commissioner 
never formally rejected the claims, and 
knew of the grounds for refund. The 
amendment merely corrected a technical 
defect in the originals. DeHaven, DC 
Fla., 6/19/59. 


Tax Court jurisdiction not lost by 
subsequent bankruptcy petitions. The 
Tax Court decides it has jurisdiction of 
a petition filed with it after taxpayer 
had filed a Chapter 11 bankruptcy peti- 
tion. Under the Code, the Tax Court 
has no jurisdiction if a petition is filed 
after taxpayer is adjudicated a bankrupt 
or a receiver has been appointed. The 
court finds that the Regulations cited by 
the Government here are in accord 
with the Code and would be invalid if 
they were not. Harris, 32 TC No. 118. 


Suit for refund was premature. Claim 
for refund of estate taxes was filed by 
decedent’s executor on 15, 
1958, and on January the 


December 
12, 1959, 


Effective tax procedures + 36% 


executor filed a suit for refund in the 
Federal district court. The suit was dis- 
missed by the court as premature. Sec- 
tion 6532 of the 1954 Code prohibits be- 
ginning a suit for refund prior to the 
expiration of six months after the filing 
of a refund claim unless the Secretary 
of the Treasury or his delegate renders 
a decision on the claim within that 
time. The claim had not been acted 
upon by the Secretary of the Treasury, 
the District Director of Internal Rev- 
enue or any other delegate of the Secre- 
tary of the Treasury. Roberts, DC, 
Calif., 6/29/59. 


Can’t assess underestimate penalty with- 
out 90-day letter. The court holds the 
penalty for underestimate of tax is a 
deficiency and can be assessed only after 
the taxpayer has been sent the required 
letter advising him of the 90-day period 
in which to petition the Tax Court. The 
District Court enjoined the assessment 
on the ground that the penalty for 
underestimate is mere mathe- 
matical adjustment requiring no notice 
before assessment as contended by the 
Government. This court affirms. Muse, 
CA-5, 9/2/59. 
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New IRS rule on principles of income-tax 


accounting raises problems for CPAs 


by DOROTHY G. WILLARD 


The current Regulations on methods of accounting contain two new concepts: 


that the treatment of an item is a method and that methods must accord with in- 


come tax accounting principles. Miss Willard examines the implications of these 


requirements in the light of established rules of conformity between books and 


records and calls attention to the serious problems that may arise from their inter- 


relation with the professional obligations of the CPA in certifying statements. 


HE CURRENT REGULATIONS, like those 
for many years past, contain this 
statement: “Taxable income shall be 
computed under the method of account- 
ing on the basis of which a taxpayer 
regularly computes his income in keep- 
ing his books.” However, in the Regula- 
tions under the 1954 Code, there ap- 
pears for the first time a new phrase, 
“income tax accounting principles.” In 
describing the accrual method in Regu- 
lations 1.446-1(c)(ii), the Commissioner 
states that “the method used by the tax- 
payer in determining when income is 
to be accounted for will be acceptable 
if it accords with generally recognized 
and accepted income tax accounting 
principles and is consistently used by 
the taxpayer from year to year.” 
There would appear, on the face of 
it, to be nothing alarming to the ac- 
countant in the requirement that the 
books and taxable income be computed 
in accordance with the same accounting 
methods; nor would there be, in fact, 
anything alarming if in all essentials 
tax accounting as prescribed under the 
Code and established by court decisions 
were in accordance with generally ac- 
cepted accounting principles in the 
economic sense and as used in financial 
reporting. Unfortunately this is not the 
case although the American Institute 
of Certified Public Accountants and 
other accounting, legal, and business 
groups have been conducting for years, 


with varying degrees of success, a cam- 
paign toward that desired end. We are 
all familiar with the history of Sections 
452 and 462 of the 1954 Code relating 
to prepaid income and reserves for esti- 
mated expenses. When these sections 
were enacted in 1954, largely at the 
recommendation of the American In- 
stitute, it seemed that a great stride had 
been taken toward bringing taxable in- 
come into line with true income. But 
then, within a matter of months, panic 
struck the Treasury Department when, 
particularly in the case of Section 462, 
it was realized that there would be a 
substantial loss in current revenue from 
the “double” deduction in the year of 
the change. Taxpayers, too, it must be 
admitted, added to the panic by busily 
searching for and happily and publicly 
claiming deduction for estimated ex- 
penses that they had never dreamed of 
before. The natural result was the retro- 
active repeal of Sections 452 and 462, 
and the gap between tax accounting and 
generally accepted accounting princi- 
ples was enlarged to its old dimensions. 


Item rule 


To the problems created by the new 
mandate that methods must conform 
with income tax accounting principles, 
another difficulty is added by a second 
new rule in the current Regulations. 

The Regulations now, in Section 
1.446-1(a) say, “the term ‘method of ac- 


counting’ includes not only the over-all 
method of accounting of the taxpayer, 
but also the accounting treatment of 
any item.” This statement goes beyond 
any previous Regulations and is not 
specifically rooted in the Code itself. It 
should, therefore, be considered in the 
light of the applicable Committee re- 
port in which the legislative intent of 
Congress is expressed. The Senate Com- 
mittee report on Code Section 446 
states in part that a change in account- 
ing method includes not only a change 
in the general method of accounting 
but also “a change in the treatment of 
a materia] item such as a change in the 
method of valuing inventory . . . or a 
change in the method of depreciating 
any property. A change in the method 
of accounting is a substantial change as 
distinguished from each change in the 
treatment of each item.” Apparently, 
then, Congressional intent was to con- 
sider individual items as in themselves 
constituting “accounting methods” only 
where they are of substantial impor- 
tance. The Commissioner himself has 
given recognition to this concept else- 
where in his Regulations. In Section 
1.446-1(e)(2) (i) he states “A change in 
the method of accounting includes a 
change in the over-all method of ac- 
counting for gross income or deductions, 
or a change in the treatment of a ma 
terial item.” However, a taxpayer 
opinion as to the materiality of an item 
may well be at odds with the Commis- 
sioner’s, so it behooves the taxpayer and 
his accountant to be cautious in any de- 
parture from a previously accepted 
method of reporting. 


AICPA recommendation 


At the time of issuance of the pr 
posed Regulations under Section 446, 
the AICPA recognized the dangers in- 
herent in this item concept of account- 
ing methods and recommended that the 
definition of accounting method be re 
stated to read: “The term ‘method of 
accounting’ includes the method used 
in accounting for general categories of 
income, expense, costs, assets, and lia- 
bilities, as well as the over-all method 
of accounting.” However, the Institute’s 
recommended substitution of general 
categories for individual items was 
ignored in the Regulations as finally 
promulgated. What, in addition to over- 
all methods of accounting, would also 
constitute accounting methods under 
Section 446 is now a matter of opinion 
only. Any list would certainly include 
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[Miss Willard, a certified public ac- 
countant in Massachusetts, is a member 
of the accounting firm of Charles F. 
Rittenhouse & Company, Boston. This 
article is based on a talk she delivered 
to a meeting of Massachusetts CPAs in 
West Springfield.] 





the methods of valuing inventories, 
such as Frro, Liro, and others; the man- 
ner of accounting for losses on bad ac- 
counts; the various methods of depre- 
ciation; and (assuming the materiality 
of the items in question) the accounting 
treatment of prepaid income and ex- 
pense as well as the manner of account- 
ing for deferred income and expense. 
Some of these items that would appear 
on any list are the subject of specific 
Code requirements as to election, etc., 
which must be adhered to if the de- 
sired treatment is to be accepted. 


Position of the CPA 


The seemingly innocent prescription 
as to conformity between tax return 
and books can, if rigidly adhered to, 
bring serious pressure to bear on the 
certified public accountant. His primary 
function as auditor depends upon strict 
adherence to sound principles of ac- 
counting and reporting. Must he, be- 
cause of the requirement of conformity 
between books and tax return, deny to 
his client tax advantages that would 
otherwise be available? From the client’s 
standpoint, there may appear to be no 
problem here at all. He might say, in 
effect, to the accountant, “Your opinion 
is based on the financial statements 
themselves. If these statements are pre- 
sented in accordance with generally ac- 
cepted accounting principles, why should 
you care if, for tax purposes, our books 
depart from these principles?” This 
view, I am afraid, puts too narrow a 
limit on the responsibility of the ac- 
countant. It would not, for example, 
satisfy the Securities and Exchange 
Commission. That Commission’s Regu- 
lation S-X, which has been adopted 
quite generally as a guiding principle 
by the accounting profession at large, 
states in part in connection with its re- 
quirements as to the accountant’s cer- 
tificate: “The accountant’s certificate 
shall state clearly the nature of, 
and the opinion of the accountant as 
to, any material differences between 
the accounting principles and practices 
reflected in the financial statements and 
those reflected in the accounts after the 
entry of the adjustments for the period 


under review.” Certainly, the account- 
ant should not regard lightly any ma- 
terial departure from accepted account- 
ing principles on the books. 


Claim of right 

There is, I believe, a genuine prob- 
lem here. Consider two possible fields in 
which this problem might arise. There 
has developed over a period of years 
two series of court decisions, one relat- 
ing to income, the claim-of-right deci- 
sions, and the other relating chiefly to 
expense, which consists of cases gov- 
erned by the all-events test for the time 
of accruing liabilities. In both these 
fields there have been confused court 
decisions which cast doubt upon the 
existence of what the Regulations de- 
scribe as “generally recognized and ac- 
cepted tax accounting principles.” At 
best the decisions seem to indicate that, 
if such “accepted tax accounting prin- 
ciples” actually exist, they are widely 
at variance with the generally accepted 
accounting principles upon which finan- 
cial reporting is based. The concern of 
both accountants and legislators over 
the confusion these claim-of-right and 
all-events decisions had cast upon ac- 
crual basis tax reporting was largely 
responsible for Sections 452 and 462 of 
the 1954 Code. The unfortunate repeal 
of these special sections leaves the court 
decisions in these two fields with the 
same weight they carried before the 
1954 Code. 

Let us look first at the claim-of-right 
doctrine. This concept was introduced 
into the law to tax a cash-basis taxpayer 
upon receipts which he might later have 
to repay. It said in effect to the cash 
basis taxpayer: “Since you have received 
this income in cash and since you have a 
present unrestricted right to its use, it is 
taxable income to you at the time of re- 
ceipt, even though there is a possibility 
that some part or all of it may later 
have to be repaid.” There would ap- 
pear to be nothing in this claim-of-right 
concept that should be applicable to 
accrual basis taxpayers, whose income 
is, or should be, reportable in the year 
in which it is earned, regardless of when 
it is received. However, because of an 
apparent misunderstanding by the 
courts of the accounting principles in- 
volved, a series of decisions has ex- 
tended the claim-of-right doctrine to 
accrual basis taxpayers, so that it has 
now become grafted onto accrual ac- 
counting for tax purposes. In a 1957 
Supreme Court decision, Automobile 
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Club of Michigan (353 U.S. 180) it was 
held that an accrual basis taxpayer who 
had failed to report prepaid member- 
ship dues as income when received, in 
accordance with the claim-of-right doc- 
trine, had reported on a method which 
did not clearly reflect income. The 
method of reporting dues income ac- 
tually used by the taxpayer on its 
books and tax return was described by 
the Court as follows: “During the first 
month of membership and each of the 
following eleven months one-twelfth of 
the amount paid is credited to an 
account designated ‘Membership In- 
come.’”’ This treatment would certain- 
ly appear to be in accordance with gen- 
erally accepted accrual accounting prin- 
ciples, and yet we find the court saying 
that “The pro-rata allocation of the 
membership dues in monthly amounts 
is purely artificial and bears no relation 
to the services which petitioner may in 
fact be called upon to render for the 
member.” This is a Supreme Court de- 
cision and thus the full weight of the 
Supreme Court has been placed behind 
the Commissioner in saying, in effect, 
that dues income reported in accord- 
ance with generally accepted account- 
ing principles does not clearly reflect 
the taxable income of an accrual-basis 
taxpayer. 


Auto Club followed 


Already in a 1957 Tax Court case, 
New Capital Hotel, Inc. (28 TC 706) 
decided against the taxpayer, the Auto- 
mobile Club of Michigan case has been 
cited as an authority. In the New Capi- 
tal Hotel case a $30,000 advance pay- 
ment of rent was received by the lessor 
in the year immediately preceding the 
beginning of the ten-year lease period. 
According to the terms of the lease, the 
$30,000 payment was to be applied as 
rent for the final year of the lease 
period. The taxpayer was held taxable 
on the entire $30,000 in the year of re- 
ceipt, whereas the related expenses, 
estimated by the taxpayer to be ap- 
proximately $23,000, would not be de- 
ductible until ten years later in a year 
in which no related rental income 
would be reportable. [In Bressner 
Radio, Inc. (May 28, 1959) the Second 
Circuit upheld deferral of prepaid serv- 
ice contract fees, distinguishing Auto- 
mobile Club of Michigan on the ground 
that the method of deferral used there 
was artificial. See also Automobile Club 
of New York (32 TC No. 79).—Ed.] 
This is a particularly glaring example 
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New IRS rule on principles of income-tax 


accounting raises problems for CPAs 


by DOROTHY G. WILLARD 


The current Regulations on methods of accounting contain two new concepts: 


that the treatment of an item is a method and that methods must accord with in- 


come tax accounting principles. Miss Willard examines the implications of these 


requirements in the light of established rules of conformity between books and 


records and calls attention to the serious problems that may arise from their inter- 


relation with the professional obligations of the CPA in certifying statements. 


HE CURRENT REGULATIONS, like those 
for many years past, contain this 
Statement: ‘Taxable income shall be 
computed under the method of account- 
ing on the basis of which a taxpayer 
regularly computes his income in keep- 
ing his books.” However, in the Regula- 
tions under the 1954 Code, there ap- 
pears for the first time a new phrase, 
“income tax accounting principles.” In 
describing the accrual method in Regu- 
lations 1.446-1(c)(ii), the Commissioner 
states that “the method used by the tax- 
payer in determining when income is 
to be accounted for will be acceptable 
if it accords with generally recognized 
and accepted income tax accounting 
principles and is consistently used by 
the taxpayer from year to year.” 
There would appear, on the face of 
it, to be nothing alarming to the ac- 
countant in the requirement that the 
books and taxable income be computed 
in accordance with the same accounting 
methods; nor would there be, in fact, 
anything alarming if in all essentials 
tax accounting as prescribed under the 
Code and established by court decisions 
were in accordance with generally ac- 
cepted accounting principles in the 
economic sense and as used in financial 
reporting. Unfortunately this is not the 
case although the American Institute 
of Certified Public Accountants and 
other accounting, legal, and business 
groups have been conducting for years, 


with varying degrees of success, a cam- 
paign toward that desired end. We are 
all familiar with the history of Sections 
452 and 462 of the 1954 Code relating 
to prepaid income and reserves for esti- 
mated expenses. When these sections 
were enacted in 1954, largely at the 
recommendation of the American In- 
stitute, it seemed that a great stride had 
been taken toward bringing taxable in- 
come into line with true income. But 
then, within a matter of months, panic 
struck the Treasury Department when, 
particularly in the case of Section 462, 
it was realized that there would be a 
substantial loss in current revenue from 
the “double” deduction in the year of 
the change. Taxpayers, too, it must be 
admitted, added to the panic by busily 
searching for and happily and publicly 
claiming deduction for estimated ex- 
penses that they had never dreamed of 
before. The natural result was the retro- 
active repeal of Sections 452 and 462, 
and the gap between tax accounting and 
generally accepted accounting princi- 
ples was enlarged to its old dimensions. 


Item rule 


To the problems created by the new 
mandate that methods must conform 
with income tax accounting principles, 
another difficulty is added by a second 
new rule in the current Regulations. 

The Regulations now, in Section 
1.446-1(a) say, “the term ‘method of ac- 


counting’ includes not only the over-all 
method of accounting of the taxpayer, 
but also the accounting treatment of 
any item.” This statement goes beyond 
any previous Regulations and is not 
specifically rooted in the Code itself. It 
should, therefore, be considered in the 
light of the applicable Committee re- 
port in which the legislative intent of 
Congress is expressed. The Senate Com- 
mittee report on Code Section 446 
states in part that a change in account- 
ing method includes not only a change 
in the general method of accounting 
but also “a change in the treatment of 
a material item such as a change in the 
method of valuing inventory .. . or a 
change in the method of depreciating 
any property. A change in the method 
of accounting is a substantial change as 
distinguished from each change in the 
treatment of each item.” Apparently, 
then, Congressional intent was to con- 
sider individual items as in themselves 
constituting “accounting methods” only 
where they are of substantial impor- 
tance. The Commissioner himself has 
given recognition to this concept else- 
where in his Regulations. In Section 
1.446-1(e)(2) (i) he states “A change in 
the method of accounting includes a 
change in the over-all method of ac- 
counting for gross income or deductions, 
or a change in the treatment of a ma 
terial item.” However, a taxpayer 
opinion as to the materiality of an item 
may well be at odds with the Commis- 
sioner’s, so it behooves the taxpayer and 
his accountant to be cautious in any de- 
parture from a previously accepted 
method of reporting. 


AICPA recommendation 


At the time of issuance of the pr 
posed Regulations under Section 446, 
the AICPA recognized the dangers in- 
herent in this item concept of account- 
ing methods and recommended that the 
definition of accounting method be re 
stated to read: “The term ‘method of 
accounting’ includes the method used 
in accounting for general categories of 
income, expense, costs, assets, and lia- 
bilities, as well as the over-all method 
of accounting.” However, the Institute’s 
recommended substitution of general 
categories for individual items was 
ignored in the Regulations as finally 
promulgated. What, in addition to over- 
all methods of accounting, would also 
constitute accounting methods under 
Section 446 is now a matter of opinion 
only. Any list would certainly include 
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the methods of valuing inventories, 
such as Firo, Liro, and others; the man- 
ner of accounting for losses on bad ac- 
counts; the various methods of depre- 
ciation; and (assuming the materiality 
of the items in question) the accounting 
treatment of prepaid income and ex- 
pense as well as the manner of account- 
ing for deferred income and expense. 
Some of these items that would appear 
on any list are the subject of specific 
Code requirements as to election, etc., 
which must be adhered to if the de- 
sired treatment is to be accepted. 


Position of the CPA 


The seemingly innocent prescription 
as to conformity between tax return 
and books can, if rigidly adhered to, 
bring serious pressure to bear on the 
certified public accountant. His primary 
function as auditor depends upon strict 
adherence to sound principles of ac- 
counting and reporting. Must he, be- 
cause of the requirement of conformity 
between books and tax return, deny to 
his client tax advantages that would 
otherwise be available? From the client’s 
standpoint, there may appear to be no 
problem here at all. He might say, in 
effect, to the accountant, “Your opinion 
is based on the financial statements 
themselves. If these statements are pre- 
sented in accordance with generally ac- 
cepted accounting principles, why should 
you care if, for tax purposes, our books 
depart from these principles?” This 
view, I am afraid, puts too narrow a 
limit on the responsibility of the ac- 
countant. It would not, for example, 
satisfy the Securities and Exchange 
Commission. That Commission’s Regu- 
lation S-X, which has been adopted 
quite generally as a guiding principle 
by the accounting profession at large, 
states in part in connection with its re- 
quirements as to the accountant’s cer- 
tificate: “The accountant’s certificate 
shall state clearly the nature of, 
and the opinion of the accountant as 
to, any material differences between 
the accounting principles and practices 
reflected in the financial statements and 
those reflected in the accounts after the 
entry of the adjustments for the period 


under review.” Certainly, the account- 
ant should not regard lightly any ma- 
terial departure from accepted account- 
ing principles on the books. 


Claim of right 

There is, I believe, a genuine prob- 
lem here. Consider two possible fields in 
which this problem might arise. There 
has developed over a period of years 
two series of court decisions, one relat- 
ing to income, the claim-of-right deci- 
sions, and the other relating chiefly to 
expense, which consists of cases gov- 
erned by the all-events test for the time 
of accruing liabilities. In both these 
fields there have been confused court 
decisions which cast doubt upon the 
existence of what the Regulations de- 
scribe as “generally recognized and ac- 
cepted tax accounting principles.” At 
best the decisions seem to indicate that, 
if such “accepted tax accounting prin- 
ciples” actually exist, they are widely 
at variance with the generally accepted 
accounting principles upon which finan- 
cial reporting is based. The concern of 
both accountants and legislators over 
the confusion these claim-of-right and 
all-events decisions had cast upon ac- 
crual basis tax reporting was largely 
responsible for Sections 452 and 462 of 
the 1954 Code. The unfortunate repeal 
of these special sections leaves the court 
decisions in these two fields with the 
same weight they carried before the 
1954 Code. 

Let us look first at the claim-of-right 
doctrine. This concept was introduced 
into the law to tax a cash-basis taxpayer 
upon receipts which he might later have 
to repay. It said in effect to the cash 
basis taxpayer: “Since you have received 
this income in cash and since you have a 
present unrestricted right to its use, it is 
taxable income to you at the time of re- 
ceipt, even though there is a possibility 
that some part or all of it may later 
have to be repaid.” There would ap- 
pear to be nothing in this claim-of-right 
concept that should be applicable to 
accrual basis taxpayers, whose income 
is, or should be, reportable in the year 
in which it is earned, regardless of when 
it is received. However, because of an 
apparent misunderstanding by the 
courts of the accounting principles in- 
volved, a series of decisions has ex- 
tended the claim-of-right doctrine to 
accrual basis taxpayers, so that it has 
now become grafted onto accrual ac- 
counting for tax purposes. In a 1957 
Supreme Court decision, Automobile 
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Club of Michigan (353 U.S. 180) it was 
held that an accrual basis taxpayer who 
had failed to report prepaid member- 
ship dues as income when received, in 
accordance with the claim-of-right doc- 
trine, had reported on a method which 
did not clearly reflect income. The 
method of reporting dues income ac- 
tually used by the taxpayer on its 
books and tax return was described by 
the Court as follows: “During the first 
month of membership and each of the 
following eleven months one-twelfth of 
the amount paid is credited to an 
account designated ‘Membership In- 
come.’”’ This treatment would certain- 
ly appear to be in accordance with gen- 
erally accepted accrual accounting prin- 
ciples, and yet we find the court saying 
that “The pro-rata allocation of the 
membership dues in monthly amounts 
is purely artificial and bears no relation 
to the services which petitioner may in 
fact be called upon to render for the 
member.” This is a Supreme Court de- 
cision and thus the full weight of the 
Supreme Court has been placed behind 
the Commissioner in saying, in effect, 
that dues income reported in accord- 
ance with generally accepted account- 
ing principles does not clearly reflect 
the taxable income of an accrual-basis 
taxpayer. 


Auto Club followed 


Already in a 1957 Tax Court case, 
New Capital Hotel, Inc. (28 TC 706) 
decided against the taxpayer, the Auto- 
mobile Club of Michigan case has been 
cited as an authority. In the New Capi- 
tal Hotel case a $30,000 advance pay- 
ment of rent was received by the lessor 
in the year immediately preceding the 
beginning of the ten-year lease period. 
According to the terms of the lease, the 
$30,000 payment was to be applied as 
rent for the final year of the lease 
period. The taxpayer was held taxable 
on the entire $30,000 in the year of re- 
ceipt, whereas the related expenses, 
estimated by the taxpayer to be ap- 
proximately $23,000, would not be de- 
ductible until ten years later in a year 
in which no related rental income 
would be reportable. [In Bressner 
Radio, Inc. (May 28, 1959) the Second 
Circuit upheld deferral of prepaid serv- 
ice contract fees, distinguishing Auto- 
mobile Club of Michigan on the ground 
that the method of deferral used there 
was artificial. See also Automobile Club 
of New York (32 TC No. 79).—Ed.] 
This is a particularly glaring example 
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of the variation of tax accounting from 
generally accepted accounting princi- 
ples. 


All-events rule 


The all-events cases stem from the 
principle set forth in Anderson (269 
U.S. 422). In this case, which had to 
do with the accrual and deduction of a 
munitions tax, the Supreme Court made 
the following statement: “In a techni- 
cal legal sense it may be argued that a 
tax does not accrue until it has been 
assessed and becomes due; but it is also 
true that in advance of the assessment 
of a tax, all the events may occur which 
fix the amount of the tax, and deter- 
mine the liability of the taxpayer to pay 
it.” 

The all-events test enunciated in the 
Anderson case was used by the courts in 
a series of decisions involving accrual- 
basis taxpayers where liabilities were 
under contest and varying degrees of 
uncertainty existed as to either the 
existence or the amount of the liability, 
or both. It has also been used as a test 
in other accrual-basis cases where there 
was no litigation involved but where for 
other reasons there was some question 
as to the existence or amount of the 
liability. 

The Supreme Court decisions in this 
field have in general been in accord 
with generally accepted principles of 
accrual-basis accounting. If the liabil- 
ity existed and at the time of accrual a 
reasonably accurate computation could 
be made as to its amount, the deduction 
was allowed in the year of accrual. 


Taxpayer's dilemma 


Unfortunately the lower court deci- 
sions in this field have been so conflict- 
ing as to leave the taxpayer in a state 
of confusion. Contests by parties other 
than the taxpayer as to the existence 
or amount of a right or a liability have 
been held to cast such doubt as to pre- 
clude its accrual. Again, some of the 
court decisions have set an almost im- 
possibly rigid standard as to the exact- 
ness of computability necessary for the 
deduction to be allowed. And where the 
liability was fixed as to amount, deduc- 
tion has sometimes been disallowed be- 
cause of uncertainty as to what person 
would be entitled to receive the amount 
when paid. The general trend of deci- 
sions in cases of the latter type is in 
fact less liberal than the Treasury De- 
partment’s own policy as to vacation 
pay accruals, which is to allow the ac- 
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crual where the liability is genuine and 
computable even though, for example, 
the share of a particular employee at 
the time of accrual may subsequently 
upon his quitting be allocable to other 
employees. It may well be that the 
Treasury Department’s attitude in this 
matter stems from the fact that vacation 
pay plans are directed toward the gen- 
eral welfare of employees as a group 
and to deny deduction to the employer 
would not be in accordance with public 
policy. 

The repeal of Sections 452 and 462 of 
the 1954 Code has left the accrual-basis 
taxpayer at the mercy of the conflicting 
and often unrealistic results of the 
claim-of-right doctrine, as to income, 
and the all-events test, as to expense. 
There is left hanging over his head the 
possibility of being forced to report and 
be taxed on items of income in a year 
in which he may not deduct the related 
items of expense. If to that situation 
were added a rigidly enforced require- 
ment that the taxpayer’s method of re- 
porting agree, not only over-all but item 
for item, with his method of keeping 
his books, the accountant is left in an 
unenviable position. In a case like this, 
what should the accountant do? There 
are three possible alternatives. 


How to file 


First, he might have his client con- 
form both his books and his tax return 
to what appears to be the governing tax 
principle, even though this is not in ac- 
cordance with generally accepted ac- 
counting principles. It does not seem 
that any accountant would want to 
recommend to a client, whether for tax 
purposes or any other reason, that he 
depart from generally accepted account- 
ing principles in keeping his books. 
Without adherence to these principles, 
financial would be _ without 
meaning, and the independent account- 
ant would have no function. And even 
from the tax standpoint, by adopting 
this procedure the taxpayer would, in 
effect, be offering to pay a tax that 
might never be asked for if the examin- 
ing Agent chose not to raise the issue. 
Furthermore, if items of the same na- 
ture had previously been otherwise 
handled, the taxpayer would be risking 
a determination that he had made a 
voluntary change in accounting method. 

As a second alternative, the taxpayer’s 
books might be properly maintained in 
accordance with generally accepted ac- 
counting principles, and the item or 
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items in question might be reported 
differently in accordance with the as- 
sumed tax principle involved. In this 
case, the accountant’s conscience would 
be clear, but the taxpayer would be in 
the same difficult position and would 
have additional possibility of tax 
trouble because his method of tax re- 
porting would not be in accordance 
with his books. 

Or, the accountant might recommend 
that his client’s books and tax return 
both be in accordance with generally 
accepted accounting principles, even 
though at variance with the presumed 
tax principles involved. The immediate 
advantage of this procedure might well 
be that tax, at least for the present 
would be avoided on the items in ques- 
tion, and, if the examining Agent did 
not raise the issue, the income and ex- 
pense would eventually be reported and 
the tax paid in accordance with the 
true concepts of accrual accounting, 
with income and related expense both 
reported in the same taxable period. 
No specific prescription in Code or 
Regulations would be violated, as the 
so-called tax accounting principles in- 
volved are based merely on court in- 
terpretations of the Code, with which 
the taxpayer is not bound to agree. It 
appears that the worst that could hap- 
pen to the taxpayer would be two or 
three years of interest on a tax de- 
ficiency: and his conduct would amount 
to pressure to bring tax accounting into 
line with generally accepted accounting 
principles. 


Agreed-to changes 


The matter of conformity between 
books and tax return also arises when 
Revenue Agents’ adjust- 
ments are accepted. When the Agents’ 
adjustments affect returns for subse- 
quent years, should the them- 
selves be changed to bring them into 
conformity? The most common adjust- 
ments of this nature are agents’ changes 
in depreciation rates and capitalization 
of items previously charged to expense, 
with subsequent allowance of deprecia- 
tion on the capitalized items. Here, 
there would appear to be some warrant 
in the Regulations themselves for the 
taxpayer, if he wishes, to leave his books 
unchanged, and merely reconcile 


an Internal 


books 


through Schedule M of the return. Sec- 
tion 1.167(a)-7 of the Regulations, per- 
taining to depreciation, states in part 
that “In the event that (depreciation) 
reserves for book purposes do not cor- 
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respond with reserves maintained for 
tax purposes, permanent auxiliary 
records shall be maintained with the 
regular books of account reconciling the 
differences in depreciation, basis, rates, 
salvage, or other factors.” It should be 
noted in this connection that the IRS 
has ruled (Rev. Rul. 58-601) that mere 
reconciling work sheets, whether kept 
by the accountant or the taxpayer him- 
self, are not sufficient for this purpose. 
Under this ruling, “the taxpayer is re- 
quired to keep such auxiliary records 
as are permanent in nature, are main- 
tained with the regular books of ac- 
count, and in themselves reconcile the 
difference in depreciation for book and 
tax purposes.” 


Some variance allowed 


While the Regulations and ruling 
quoted apply specifically to differences 
in depreciation, it appears that the 
Commissioner, in spite of the rigid 
prescription as to conformity between 
books and tax return, does contemplate 
that there will be differences between 
the books and the return. Section 1.446 
(a)-4 of the Regulations states, in con- 
nection with accounting records, that 
these “include the taxpayer’s regular 
books of account and such other records 
and data as may be necessary to support 
the entries on his books of account and 
on his return as, for example, a recon- 
ciliation of any difference between such 
books and his return.” It appears de- 
sirable that the supporting records ac- 
counting for any such differences be 
maintained in permanent form and be 
kept with the books. As to what type of 
records would qualify for the purpose 
would seem to be a matter of individual 
judgment. The conservative taxpayer 
faced with this problem would probably 
keep in, or with, his books memorandum 
adjusting entries and memorandum 
ledger sheets for the accounts affected. 

There is a chance that the Commis- 
sioner’s Regulations as to conformity 
between books and tax return may not 
be zealously enforced. I hope that is the 
case. Indeed, the Regulations them- 
selves seem to contemplate departures 
between books and tax return. Beyond 
that, we all know from experience that 
even where, as is true in most cases, the 
return is prepared in accordance with 
the same accounting method employed 
on the books, there may well be vari- 
ances which, in the case of corporate 
taxpayers, are reconciled in Schedule M 
of the return. These variances are so 


common that it does seem, as a practical 
matter, that the Commissioner could 
not insist on rigid compliance by all 
taxpayers. However, so long as the 
power to insist on such compliance is 
asserted by the Commissioner and is not 
rejected by clear-cut court decisions to 
the contrary, a threat will remain. 
Under IRS, the examining Agent is not 
supposed to use a circumstance of this 
kind as a weapon to induce the tax- 
payer to agree to a proposed finding. 
However, a taxpayer might well be 
more inclined to agree to other adjust- 
ments if he felt that the Agent had the 
power to determine, because of such 
variations between the books and the 
return, that the taxpayer's return as 
filed did not clearly reflect income. 


Patchen case 


Fortunately a recent decision in the 
Fifth Circuit seems to indicate that, in 
the opinion of at least one court, the 
taxpayer is not always required to con- 
form his tax return to his book account- 
ing methods. This was the Patchen case 
which was decided (July 23, 1958) in 
favor of the taxpayer under the provi- 
sions of the 1939 Code. It dealt with a 
partnership of professional engineers 
which had for several years kept its 
books on a cash basis and had properly 
reported its taxable income on the same 
basis. In 1948, for its own purposes, the 
partnership instructed its CPAs to in- 
stall a new system based on the accrual 
method. The books were thereupon 
kept on the new system, but at the end 
of the year the accountants drew up a 
set of adjusting entries to determine 
its net income on the cash-basis method, 
and the partnership continued to report 
taxable income on a cash basis. These 
adjusting entries were not recorded on 
the books or kept with the books; they 
were retained in the office of the ac- 
countants where they were held avail- 
able for inspection. Upon examination 
of the 1948 return, the Commissioner 
required that taxable income for the 
year be recomputed on the accrual basis. 
The Tax Court decision (27 TC 592) 
upholding the Commissioner, is an ex- 
ample of how a court, through interpre- 
tation, can read into Code and Regula- 
tions powers on the part of the Com- 
missioner that do not appear on the 
surface. The Tax Court finding was 
based on two conclusions. It held that, 
because there were no inventories in- 
volved in this case, either the cash or 
the accrual method of accounting clear- 
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ly reflected income. Since either of the 
two methods clearly reflected income 
and since, in the court’s opinion, the 
taxpayer's books were kept on the ac- 
crual basis and the return was prepared 
on the cash basis, the Commissioner had 
the option of either continuing to ac- 
cept the cash basis of reporting or of 
forcing recomputation on the accrual 
basis. In the opinion of the Tax Court, 
the Commissioner had merely exercised 
the option of requiring recomputation 
and was within his rights in doing so. 
The Fifth Circuit, however, in revers- 
ing the decision of the Tax Court, held 
that, because the accountants’ adjusting 
entries consisted of a routine and easily 
comprehensible conversion from the ac- 
crual to the cash basis and were avail- 
able for inspection by the Internal Rev- 
enue Agent, even though in the physi- 
cal possession of the accountants, they 
were essentially a part of the books or 
records. For this reason, the Fifth Cir- 
cuit held that the taxpayer had prop- 
erly prepared its return on the cash 
basis, a method clearly reflecting in- 
come, and the Commissioner could not, 
therefore, require recomputation on an 
accrual basis. It should be noted that 
the Fifth Circuit in its decision did not 
question the validity of the requirement 
that the tax return conform with the 
books but merely ruled that in the cir- 
cumstances essential conformity had been 
achieved. It would seem from the facts 
as described that the taxpayer's case 
would have been still stronger if the 
adjusting entries had been actually kept 
with the taxpayer’s books. In this con- 
nection, I may mention that I have ob- 
served an increasing trend on the part 
of accountants to put into their clients’ 
hands copies of tax depreciation records 
and other reconciling work sheets fre- 
quently kept in the past in the pos- 
session of the accountants. 


Conclusion 


It is important that accountants keep 
abreast of developments in the court’s 
attitudes toward these problems of ac- 
counting methods and conformity of 
book records and tax returns so that the 
client will have the strongest case pos- 
sible should his return be questioned. 
Looking beyond this duty to clients, 
accountants, acting through their pro- 
fessional organizations, should be alert 
to what is taking place and redouble 
their efforts to bring income tax ac- 
counting into line with generally ac- 
cepted accounting principles. vr 
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Forgiveness of indebtedness can be 


tax free or tax can be deferred 


by HAROLD I. MITNICK 


When the creditors of a failing business have made the critical decision to scale 


down its debts and give it another chance, nothing is more likely to cause them 


to hesitate, reconsider and perhaps reverse themselves than the suggestion that their 


action may create an income tax liability. 


and leading cases as a guide to action on 


ness of a debt. 


yw INCOME, THE CODE says, means 
income from whatever source de- 
rived including . . . income from dis- 
charge of indebtedness (Section 61(a)). 
Section 102(a) excludes from gross in- 
come the value of property acquired by 
gift. Our problem is finding the line 
between these two Sections. The lead- 
ing case on active donative intent in 
voluntary forgiveness of indebtedness is 
American Dental Co. (318 U.S. 322, 
1943). Here the Supreme Court held 
nontaxable a voluntary and gratuitous 
forgiveness by creditors of interest and 
rent that had been deducted on prior 
years’ tax returns, at considerable tax 
benefit to the debtor taxpayer. The 
court held that “the forgiveness was 
gratuitous, a release of something to the 
debtor for nothing, and sufficient to 
make the cancellation here gifts within 
the statute.”! 

In other cases, also, in which the for- 
giveness was held to be gratuitous and 
so taxfree, the debtor had the tax ad- 
vantage of deducting the debts as they 
accrued in prior years. In McCreary 
(124 F.2d 303, 1941) officer stockholders 
cancelled their claims for unpaid salaries 
previously accrued and deducted. The 
Second Circuit overruled the Commis- 
sioner’s contention “that the Regula- 
tion? does not apply to release of debts 
representing items which the corpora- 
tion has deducted from gross income in 
its tax returns for prior years.” The 
court held that there was “nothing in 
the language of the Article [Regulation] 
to suggest the Commissioner’s limited 
construction that the Article is not to 
apply if the debts or items of expense 
they represent have been used to de- 
crease the corporation’s income taxes in 
prior years.” The court cited its deci- 
sion in Auto-Strop Safety Razor Co. (74 
F.2d 226, 1934) in holding that prior tax 
benefit was “foreign to the question of 
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when tax liability does arise on forgive- 


determining whether the release of a 
debt amounts to a contribution to capi- 
tal.” The fact that the stockholders’ debt 
cancellation had been required under 
the terms of an agreement with outside 
creditors which had saved the company, 
did not disturb the taxfree nature of the 
forgiveness. The court stated that ‘an 
indirect benefit of this character always 
results to the shareholder from a gift 
to his corporation.’ The phrase ‘gra- 
tuitously forgives the debt’ means simply 
that no consideration is paid by the 
corporation for the release of the debt. 

This gift rationale was buttressed by 
the Supreme Court’s decision in the 
American Dental case, supra, in which 
it reasoned that “the fact that motives 
leading to the cancellation were those 
of business or even selfish . . 
significant.” 


. is not 


Tax benefit 


Prior to the American Dental case, it 
had been held by the Eighth Circuit in 
Jane Holding Co. (149 F.2d 933) that a 
forgiveness of indebtedness resulted in 
taxable income to the extent of prior 
years’ realization of tax benefit. The 
court found the forgiveness was not 
gratuitous; the creditor, a trust which 
was the sole stockholder of the debtor, 
forgave the debt for the specific purpose 
of enabling the trust to disburse income 
to its beneficiary which, in the opinion 
of counsel, it could not do until the 
corporate debt was liquidated. 

However, in the cases in which the 
forgiveness was found to be a gift, the 
fact of a prior tax benefit did not make 
the forgiveness taxable. In the Auto- 
Strop Safety Razor Co. case a parent 
corporation forgave the indebtedness 
of its subsidiary for royalties, loans, and 
interest. The Second Circuit found there 
that no income arose from the forgive- 
ness though the subsdiary was on the 


accrual basis and had deducted the items 
in question in prior years; the parent 
corporation reported on the cash basis 
and had never taken the unpaid items 
into income. 

Similarly in Pondfield Realty Co. the 
Second Circuit on September 15, 1943, 
overruled the Tax Court and held non- 
taxable because gratuitious the forgive- 
ness in 1939 of salaries voted stockholder 
officers in 1936. The taxpayer corpora- 
tion had accrued and deducted the 
salaries in the year voted. And the Tax 
Court on reconsideration of its opinion 
in George Hall Corp. (2 TC 146) also 
rendered prior to American Dental held 
that a voluntary cancellation of over- 
due interest on debentures held by a 
shareholder of the ‘debtor was a gift and 
not taxable income to the debtor. 


Jacobson case 


While the American Dental case pro- 
vided a clear rule, it obviously was not 
acceptable to the Treasury; it did not 
relish the spectacle of a debtor deduct- 
ing accruals of his expenses and later 
being allowed to negotiate their forgive- 
ness and keep the tax saving from the 
original deduction. The litigation 
continued in the courts and _ finally 
in the Jacobson (336 U.S. 28) the 
Supreme Court distinguished its Ameri- 
can Dental holding in such a way as to 
practically destroy its value as _prece- 
dent. In Jacobson, the Supreme Court 
found the forgiveness involved was not 
gratuitous. In distinguishing between 
Jacobson and American Dental, the 
court said: ‘The situation in each case 
is a factual one. It turns upon whether 
the transaction is in fact a transfer of 
something for the best price available 
or a transfer or release of only a part of 
a Claim for cash and of the balance for 
nothing. The latter situation is more 
likely to arise in connection with a re- 
lease of an open account for rent or for 
interest as was found to have occurred 
in American Dental than in the sale of 
outstanding securities.” 

Jacobson had issued $90,000 in mort- 
gage bonds in 1925. A portion of the 
bonds matured on a serial basis until 
1931 and were paid as they became due. 


11939 IRC Section 22(b) (3), predecessor to 1954 
IRC Section 102(a). 

2 Article 22(a)-14 of Regulation 86 under the Rev- 
enue Act of 1934 stated in part: “If a shareholder 
in a corporation which is indebted to him gratui- 
tously forgive the debt, the transaction amounts 
to a contribution to the capital of the corpora- 
tion.” This language is substantially identical to 
Regulation Section 1.61-12 dealing with income 
from discharge of indebtedness under the 1954 
Code. However there has been added to the cur- 
rent Regulation the phrase “to the extent of the 
principal of the debt.” 
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The rest of the bonds matured in 1932 
but the taxpayer sought and secured two 
successive five-year extensions. In 1938, 
1939, and 1940, Jacobson, by negotia- 
tion, directly or through security dealers, 
with the bondholders or the _ bond- 
holders’ committee repurchased a_por- 
tion of the bonds at less than one-half 
of their face amount. 

The Commissioner claimed that the 
difference between the face amount and 
repurchase price was income. The Tax 
Court (6 TC 1048) ruled for Jacobson 
on the basis of American Dental with 
respect to those bonds repurchased by 
direct negotiation with bondholders and, 
relying on Kirby Lumber (284 USS. 1), 
held taxable the gains arising on pur- 
chases from the bondholders’ committee 
and through security dealers. The Tax 
Court reasoned that this kind of re- 
purchase was like a trade on the open 
market in which gains are subject to 
normal taxation. In the private deals the 
court said that the seller, fully cognizant 
that he was selling to Jacobson, intended 
a voluntary forgiveness. 

The Seventh Circuit, in overruling the 
Tax Court, decided against the Com- 
missioner on both counts, holding that, 
as the sellers knew that the bonds were 
being purchased by or for Jacobson, 
the excess of face amount of the bonds 
over the repurchase price was tanta- 
mount to a gift. 

The U. S. Supreme Court reversed the 
Seventh Circuit, ruling fully against 
Jacobson and holding that on the basis 
of the facts at issue, there was nothing 
to indicate that any bondholder in- 
tended to transfer or discharge ‘“‘some- 
thing for nothing” or to voluntarily for- 
give any portion of the debt. Indeed, 
the court found each bondholder sought 
to minimize his economic loss by secur- 
ing the highest available price and 
Jacobson sought to reduce his obliga- 
tions as much as possible by repurchas- 
ing as low as possible. 

The Court held that regardless of 
whether the repurchase was by direct 
negotiation or through third parties, 
none of the bondholders specifically and 
voluntarily discharged any portion of 
the obligations but that each payment 
represented the consideration passed for 
the transfer to Jacobson of title to and 
control of the bonds. 


In .all debtor-creditor situations, it 
would behoove a taxpayer debtor to 
consider most cautiously all possibilities 
prior to any transaction. It is difficult to 
sustain a claim for nontaxable riet worth 
increment arising from a forgiveness of 
indebtedness. 


Uncollectible debt 


Cancellation of debt by operation of 
the statute of limitations is quite dif- 
ferent from cancellation by a valid 
gratuitous forgiveness, and the tax con- 
sequences, too, are dissimilar. 

In Securities Co. (85 F. Supp. 532) a 
creditor permitted the statute of limita- 
tions to run on a debt. The court held 
that the “creditor did not perform any 
act of cancellation, nor gratuitously or 
otherwise forgive or affirmatively release 
the debts. He merely failed to act within 
the statutory period and thereby made 
available to the debtor a _ defense.” 
Furthermore, the doctrine of American 
Dental “applies only where the creditor 
acts voluntarily.” 

A cancellation of indebtedness is not 
income unless the debt created a tax 
benefit in prior years. In Securities Co., 
the interest portion of the barred debt 
had accrued in years during which the 
debtor had no taxable income and thus 
received no tax benefit from the accrual. 
The court held the cancellation of such 
interest was not taxable income. 

To establish the gratuitous forgive- 
ness of a debt so as to achieve an un- 
taxed net worth increment, it is neces- 
sary that the creditor act affirmatively 
and that he voluntarily relinquish all 
vestige of legal dominion over the debt; 
and this act must be wholly without 
consideration. A barring of debt by 
operation of law on a pleading of the 
statute by the debtor in a situation 
where the creditor has been rudely 
awakened to the fact that he has slept 
past the statute results in taxable income 
to the debtor. 


Accounting for gain 

However, when taxable gain arises 
from discharge of indebtedness, the 
Code and Regulations provide for spe- 
cific exclusion of the income in the 
year of occurrence and a postponement 
to a future taxable period by means of 
an election available to the debtor-tax- 
payer. The taxpayer may elect to have 
the forgiven debt applied as a reduction 
of basis of his assets. Section 108(a) 
states that “no amount shall be includ- 
ed in gross income by reason of the dis- 
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charge . . . of any indebtedness . . . if 
(1) the indebtedness was incurred or 
assumed (a) by a corporation, or (b) by 
an individual in connection with prop- 
erty used in his trade or business and (2) 
such taxpayer makes and files a consent 
to the Regulations prescribed under Sec- 
tion 1017” which deal with adjustment 
of basis of assets held by the taxpayer. 

To secure the advantage of exclusion 
from gross income, Section 1.108(a)-2 of 
the Regulations requires the consent to 
be filed on Form 982 with the tax re- 
turn for the taxable year during which 
the discharge of indebtedness occurred. 

Section 22(b)(9) of the 1939 Code 
made the election of exclusion from 
gross income available to corporations 
only and then solely for secured debt. 
The 1954 Code gave individuals the 
right to elect exclusion of a discharged 
debt incurred in connection with prop- 
erty used in a trade or business. The 
1954 Code also removed the restrictions 
previously applicable whereby only dis- 
charged debts evidenced by a security 
were eligible for the exclusion. 

Basis adjustments of assets with re- 
spect to an election to exclude income 
under Section 108(a) are outlined in 
substantial detail in Section 1017 and 
the Regulations Section 1.1017-1 and 
Section 1.1017-2. Briefly, they provide: 

1. Adjustments to basis are to be 
made as of the first day of the taxable 
year in which the discharge and elec- 
tion arise, except that where property 
is acquired during the taxable year, the 
adjustment to the property is made as 
of the date acquired, regardless of the 
fact that a disposition may be made of 
such property by sale, exchange or 
otherwise during the taxable year. 

2. The order in which adjustment is 
to be made to the taxpayer’s property 
is as follows: 

a. Specific property (other than in- 
ventory or notes or accounts receivable) 
in connection with which the discharged 
debt was originally incurred, regardless 
of whether or not a lien was placed on 
the property to secure the debt. 

b. Specific property (other than in- 
ventory or notes or accounts receivable) 
against which there is a lien at the time 
of debt discharge, other than a lien 
which might arise under 2(a) above. 

c. Any surplus of income excluded 
under Section 108(a) over the sums con- 
sumed under 2(a) and 2(b) above applies 
to reduce the basis of the debtor's re- 
maining property (other than inventory 
and notes and accounts receivable) in 
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direct ratio to the respective adjusted 
basis of each item of property. 

d. Any excess over 2(a), 2(b) and 2(c) 
above adjusts the basis of inventory and 
notes and accounts receivable in propor- 
tion to the adjusted basis of each. 

e. In the case of an individual, any 
remainder of discharged indebtedness 
not taken into income under Section 
108(a) and not exhausted by previous 
application to the adjusted basis of 
property held in trade or business is to 
be utilized first to reduce the basis of 
property held for the production of in- 
come and then to adjust the basis of 
any other property held by the indi- 
vidual. 

It is obvious that the exclusion privi- 
lege may result in converting a portion 
of the ordinary income from discharge 
of indebtedness into long-term capital 
gain where the adjustments to basis 
under Section 108 and Section 1017 are 
applied to items of property which upon 
later sale qualify as capital assets. The 
advantage would be partially mitigated 
by the loss of the depreciation deduction 
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attaching to the portion of basis re- 
duced. The example herewith illustrates 
this situation. 








Election Election 
Made Not Made 
Under Under 
Section Section 
108 108 
Basis of asset ......... $1,000 $1,000 
Less: discharged debt(A) (400) —0— 
Remaining basis ..... $ 600 $1,009 
One year depreciation 
(B) (5 Year Life) ... 120 200 
Depreciated basis ..... $ 480 $ 800 
Asset sold at end of one 
year-selling price ... 1,000 1,000 
Realized gain ........ $ 520 $ 200 





Recognized gain (C) ..$ 260 $ 100 





Accumulated Effect on Income Account 





(A) Above—income ...$-—0— $ 400 
(B) Above—deduction . (120) (200) 
(C) Above—income ... 260 100 
Net taxable income on 
entire course of trans- 
Poe $ 140 $ 300 








Change of year might solve some LIFO 


steel problems but law is needed 


5 teas STRIKE IN THE STEEL industry is 
causing an involuntary liquidation 
of Liro-base inventories of producers 
and users of steel. Even with the early 
resumption of steel output, many of 
these companies may be unable to re- 
build their inventories to opening in- 
ventory levels by the end of their cur- 
rent accounting year. 

There is no provision in the Internal 
Revenue Code of 1954 applicable to the 
current involuntary liquidation and re- 
placement of Liro inventories. Legis- 
lative relief should be sought when Con- 
gress convenes but there is no assurance 
that it will be granted. 

As a protective measure, it has been 
suggested that a corporation might pre- 
serve a favorable Liro base by a change 
of accounting period (if it would other- 
wise be suitable) so that the short tax- 
able year, required to effect the change, 
ends prior to any substantial invasion 
of the Liro base. 


Under the present income tax Regula- 
tions, a corporation may change its an- 
nual accounting period without obtain- 
ing the prior approval of the IRS if: 


by H. T. McANLY 


1. It has not changed its annual ac- 
counting period at any time within the 
last ten calendar years; 

2. The short taxable period required 
to effect the change is not a taxable 
year in which the corporation has a net 
operating loss; 

3. The taxable income of the corpo- 
ration for the short period, if annual- 
ized, would be at least 80% of its tax- 
able income for the preceding taxable 
year; and 

4. The corporation files a statement 
with the District Director of Internal 
Revenue at or before the time (includ- 
ing extensions) for filing the return for 
the short period required by 
change. 

It would seem, therefore, that any 
Liro-base steel-using companies who can 
meet these tests for change of accounting 
period without prior approval, can 
readily obtain a stay of three months for 
consideration of such change, by filing 
an application for automatic extension 
of time (Form 7004) for filing of the re- 
quired short period return. (As of the 
middle of November, the earliest short 


such 


year for which extension can be ob- 
tained is one ending August 31, 1959). 

Inasmuch as the filing of Form 7004 
does not appear to bind the taxpayer to 
adopt the new accounting period indi- 
cated therein, it would seem _ that 
nothing is risked and much may be 
gained by following this procedure. 
While the Commissioner has the statu- 
tory authority under Section 6081(b) to 
terminate an automatic extension upon 
ten days’ notice, the exercise of such 
authority would merely reduce the time 
for consideration of the desirability of 
changing the accounting period. 

Other than the preceding possible 
suggestion, which certainly is only a 
temporary expediency, there is no other 
protective measure available to cover 
the current situation unless the Internal 
Révenue Code is amended, so as to 
apply retroactively to 1959. 

Equitable amendments to the In- 
ternal Revenue Code are possible if 
properly supported by industry — but 
Congress must be educated as to the 
need and fairness of any proposed 
amendments. 

There follows the type of permanent 
provision which, it is suggested, should 
be incorporated in the section of the 
Internal Revenue Code that covers the 
elective last-in first-out method of in- 
ventory valuation. A somewhat similar 
provision was contained in the Code 
during the war periods and was ap- 
plicable to involuntary liquidation re- 
sulting from shortages created by the 
war. A relief provision might provide: 


(a) Adjustment of income and tax— 


If, for any taxable year ending after 
December 31, 1958, the closing inven- 
tory of a taxpayer inventorying goods 
under the last-in, first-out elective 
method, reflects a decrease from the 
opening inventory of such goods for 
such year, and 

if the taxpayer elects, either at the 
time of. filing his return or within 
ninety days after the date of enactment 
of this legislation, to have involuntary 
section apply, and 

if it is established to the satisfaction 
of the Secretary or his delegate, that 
such decrease is attributable to the in- 
voluntary liquidation of such inventory 
as defined in subsection (b), and 

if the closing inventory of a subse- 
quent taxable year, ending within two 
years from the close of the taxable year 
in which the circumstance, occurrence 
or condition causing such involuntary 








— ww «ss hlUCUrhOlUC Hl 





ob- 
)). 
1004 
r to 
ndi- 
that 

be 
ure. 
atu- 
) to 
on 
uch 
ime 

of 


ble 


her 
ver 
nal 

to 


In- 
ut 


he 
ed 


ld 


mn 
at 
n- 





liquidation ceased to exist, reflects a re- 
placement, in whole or in part, of the 
goods so previously liquidated, 

then the taxable income of the tax- 
payer otherwise determined for the year 
of such involuntary liquidation shall be 
increased by an amount equal to the 
excess, if any, of the aggregate cost of 
such goods reflected in the opening in- 
ventory of the year of involuntary 
liquidation over the aggregate replace- 
ment cost, or decreased by an amount 
equal to the excess, if any, of the ag- 
gregate replacement cost of such goods 
over the aggregate cost thereof reflected 
in the opening inventory of the year of 
involuntary liquidation. 

The taxes imposed for the year of such 
liquidation, for preceding taxable years, 
and for all taxable years intervening be- 
tween the year of liquidation and the 
year of replacement, shall be redeter- 
mined, giving effect to such adjust- 
ments. 

Any increase in such taxes resulting 
from such adjustments shall be assessed 
and collected as a deficiency but with- 
out interest, and any overpayment so 
resulting shall be credited or refunded 
to the taxpayer without interest. 
(Changes should be made in the statute 
of limitations. It should not apply to 
the year of liquidation—but be three 
years after the year of replacement). 


(b) Definitions— 


For purposes of this section, the term 
“involuntary liquidation” means _ the 
sale or other disposition of goods inven- 
toried under the last-in, first-out elective 
method, either voluntary or involun- 
tary, coupled with a failure on the part 
of the taxpayer to purchase, manufac- 
ture, or otherwise produce and have on 
hand at the close of the taxable year in 
which such sale or other disposition oc- 
curred such goods as would, if on hand 
at the close of such taxable year, be sub- 
ject to the application of the provisions 
of the last-in, first-out elective method, 
if such failure on the part of the tax- 
payer is due to any circumstance, oc- 
currence or condition beyond the rea- 
sonable control of the taxpayer, includ- 
ing inability to obtain such goods on 
the open market through the normal 
channels of distribution by reason of 
the scarcity thereof. 


(c) Related inventories— 


The goods to which this section ap- 
plies shall include, in addition to the 
goods involuntarily liquidated, other 


related goods inventoried under the 
last-in, first-out method, the inventories 
of which are necessarily affected by the 
involuntary liquidation. 


(d) Replacements— 

If, in the case of any taxpayer subject 
to the provisions of subsection (a) the 
closing inventory of the taxpayer for a 
taxable year, subsequent to the year of 
involuntary liquidation but prior to the 
complete replacement of the goods so 
liquidated, reflects an increase over the 
opening inventory of such goods for the 
taxable year, the goods reflecting such 
increase shall be considered, in the 
order of their acquisition, as having 
been acquired in replacement of the 
goods most recently liquidated (whether 
or not in a year of involuntary liquida- 
tion) and not previously replaced, and 
if the liquidation was an involuntary 
liquidation shall be taken into pur- 
chases and included in the closing in- 
ventory of the taxpayer for the year of 
replacement at the inventory cost basis 
of the goods replaced. 


(e) Election irrevocable— 
An election by the taxpayer to have 
the provisions of this section apply, 





*Prepaid fees of dance studio taxable on 
receipt. Taxpayer, owner of 5 franchised 
Arthur Murray dance sudios, entered 
into contracts with students which pro- 
vided for a specified number of lessons 
for an agreed total contract price. The 
students made down payments upon 
signing of the contracts and the bal- 
ances, sometimes evidenced by notes, 
were payable in installments. Taxpayer 
discounted the notes with a bank and 
received 50% of their face value. Tax- 
payer reported as income only the 
earned portion of the contract price 
based on the number of lessons ren- 
dered. The Tax Court requires report- 
ing of the full contract price. Taxpayer 
was on an accrual basis and had a fixed 
right to the total. An allowance for bad 
debts is the proper way to reflect the 
chance of default (concededly very 
high). The court cites its decision in 
Andrews (23 TC 1026) holding a dance 
studio taxable on notes received in pre- 
payment for lessons. Two dissenting 
judges would not tax the portion of the 
contract amounts not paid either in 
cash or by notes. They contend that 


New accounting decisions this month 


Tax aspects of accounting «+ $371 


[Mr. McAnly, a Certified Public Ac- 
countant, is a partner in the Cleveland 
office of the national accounting firm, 
Ernst & Ernst.] 





once made, shall be irrevocable and 
shall be binding for the year of the in- 
voluntary liquidation and for all de- 
terminations for prior and subsequent 
taxable years insofar as they are related 
to year of liquidation or replacement. 

The impact of the steel strike is, of 
course, the pressing current reason for 
actions at this time. However, it should 
be pointed out that all unusual inter- 
ruptions which produce involuntary 
liquidations of Liro inventories, 
whether due to acts of God or man, 
such as fires, tornadoes, floods, strikes, 
boycotts, international crises, wars and 
other casualties which affect the normal 
flow of commerce, should be covered in 
the Revenue Code by permanent equit- 
able provisions to cover involuntary 
liquidations and replacements. 

It would seem that a properly in- 
formed Congress would provide reme- 
dial measures which would prevent con- 
fiscation of capital by avoiding having 
it taxed as ordinary during a temporary 
emergency period such as this. x 


Andrews, 23 TC 1026, applied the claim 
of right doctrines to notes receivable. 
They see no logic in extending this doc- 
trine to mere open accounts; nothing 
was received. Another dissenter restated 
his dissent in Automobile Club of New 
York, Inc., 32 TC 70; he would not tax 
any portion of the unearned amounts 
on the ground such treatment would dis- 
tort income. Schedule, 32 TC No. 124. 


“Dealer reserve” rule extended to loan 
broker; must report income in year 
credited to reserve. Taxpayer, a loan 
broker, entered into an arrangement 
with a finance company to extend loans 
to taxpayer’s customers. The customers 
executed notes directly to the finance 
company for the amount of the loan, in- 
terest and taxpayer's service charge and 
the notes were then unconditionally en- 
dorsed by taxpayer. The finance com- 
pany advanced to taxpayer part of tax- 
payer's service charge, retaining a por- 
tion of such charge (2% of the face 
amount of the loan) as a reserve against 
which bad debts could be charged. Tax- 
payer could draw upon this reserve only 
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after it equalled 10% of: total outstand- 
ing loan balances or upon termination 
of the arrangement and liquidation of 
the outstanding loans. The Tax Court 
rules that the amounts withheld are in- 
cludible in taxpayer’s income in the year 
credited on the basis of the Supreme 
Court decision in Hansen (360 U.S. 446). 
The Court states that the only distinc- 
tion between this case and Hansen is 
that the latter involved car dealers. In 
Hansen too, taxpayer had a fixed right 
to receive the amounts credited to the 
reserve. The court rejects taxpayer's 
argument that rights to the reserve were 
subject to contingencies unknown in the 
year of credit; this is the argument re- 
jected by the Supreme Court in Hansen. 
The court does not deem significant the 
fact that taxpayer’s customers executed 
the notes here directly to the finance 
company whereas in Hansen, the notes 
were made out to the dealers and later 
assigned to the finance companies. This 
distinction is blurred, the court finds, 
by taxpayer’s unconditional endorse- 
ment of the notes. Family Finance, Inc., 
32 TC No. 113. 


IRS will follow Benny, Marx; will sep- 
arate contract from asset sale. The 
Service will follow the Tax Court de- 
cision in the Jack Benny and Groucho 
Marx cases only where the facts so war- 
rant. In both-of those cases the court 
held that payments received on sale of 
property could be reported as capital 
gain since no part of such sums repre- 
sented payment for future services to be 
rendered by the sellers. Rev. Rul. 59- 


$25. 


Capital gains on Jack Benny deal [Ac- 
quiescence}. Jack Benny formed a corpo- 
ration, Amusement Enterprises Inc., in 
January 1947, to produce his weekly 
radio shows for American Tobacco over 
the NBC network. Benny, who owned 
60%, of Amusement’s stock, contracted 
directly with American for use of his 
personal services in the show. He re- 
served the right to veto a switch of his 
services to another network. In Novem- 
ber, 1948, all of Amusement’s stock was 
sold to CBS for $2,260,000. Two weeks 
later American contracted with CBS to 
switch the weekly program. Benny and 
the other stockholders reported the gain 
on the sale of the stock as a long-term 
capital gain. The Commissioner con- 
tended over 90% of the sales price, or 
$2,054,000, was in excess of the fair mar- 
ket value of the stock and represented 


December 1959 


compensation for Benny’s services tax- 
able as ordinary income. A divided Tax 
Court sustained the sale as a bona 
fide sale resulting in capital gain. It 
found that the comedian’s future serv- 
ices were not the subject of discussions 
incident to the sale of the stock. At the 
time there was no actual or implied 
promise that Benny would accept the 
switch in networks. Benny, 25 TC 197 
acq. IRB 1959-40. 


EXCESS PROFITS 


Judgment affirmed in 1952 relating to a 
contract dispute for period 1942-1945 is 
“abnormal income” for 1952 EPT [Ac- 
quiescence}. Taxpayer recovered a judg- 
ment against the U. S. with reference 
to costs incurred during 1942-1945 in 
cost-plus-a-fixed-fee contracts for the 
manufacture and delivery of military 
aircraft. The judgment, which was 
affirmed by the Supreme Court in 1952, 
was held to constitute “abnormal in- 
come” attributable to years prior to 
1950, and, consequently, is to be elim- 
inated from any computation of the 
1952 EP tax. Bell Aircraft Corp., 32 TC 
No. 35, acq. IRB 1959-40. 


EPT relief denied flour miller. The 
Tax Court denies Section 722 relief to 
taxpayer, a North Carolina flour miller. 
Although new competition from the 
Pacific Northwest might have depressed 
taxpayer’s base period income, it was 
not an unusual and temporary economic 
circumstance. Further, taxpayer's busi- 
ness remained depressed even after com- 
petition subsided. Interstate 
Co., 32 TC No. 96. 


Milling 


EPT relief denied. The Tax Court 
denies taxpayer, a lumber and prefabri- 
cated building firm, the use of a con- 
structive average base period net income 
under the push-back rule. Taxpayer 
failed to show that a business increase 
in 1939 was attributable to the increas- 
ing maturity of taxpayer’s business or 
to a change in the character of its busi- 
ness. Alternatively, taxpayer did not 
prove that it was a member of a de- 
pressed industry entitled to Section 722 
relief. Finally, taxpayer was not eligible 
for relief due to inadequacy of invested 
capital since taxpayer did not allege 
it in the petition or at the trial. The 
Green Lumber Co., 32 TC No. 97. 


EPT relief denied sardine packer. The 
Tax Court denies EPT relief to tax- 


payer, a Maine sardine packer. The 
court finds that taxpayer's low base 
period income was caused largely by 
normal competition from other Maine 
packers. Even if Norwegian competition 
was responsible, it was not an unusual 
and temporary economic circumstance 
which would qualify taxpayer for Sec- 
tion 722 relief. R. J. Peacock Canning 
Co., 32 TC No. 98. 


True financial status is criterion for 
treating tax refunds as invested capital 
[Acquiescence}. It is a well-settled rule 
that, for the purposes of claiming a de- 
duction, a contested tax does not accrue 
until the contest ends. This case pre- 
sented the somewhat related question 
of the time a refund of excess profits 
tax (years 1941-1945) became an asset 
of: the taxpayer computing its equity 
invested capital for 1950. The court 
first decided that the rationale of Stern 
(16 TC 295) and other World War II 
EPT invested capital cases should apply 
and that the test is not necessarily the 
end of the contest, but rather what is 
the true financial status of the taxpayer 
on the dates for which it is computing 
invested capital by determining its ad- 
mitted assets. The claims for refund for 
1941-1945 were assets, the court found, 
when the Excess Profits Tax Council in- 
formed taxpayer it accepted the pro- 
posed constructive average base period 
net income. However, for the purpose 
of claiming a deduction of interest on 
these refunds, the accrual date is the 
signing of the schedule of overassess- 
ment. The payment of interest by a 
sovereign is a matter of grace which 
might be withdrawn at any time. The 
signing of overassessment creates the 
right in the taxpayer. American Enka 
Corp., 30 TC 684, acq. IRB 1959-38. 


OTHER DECISIONS 


Horse racing firm may deduct cost of 
defending doped-horse charge. Tax- 
payer, in the horse racing business, in- 
curred about $17,000 in legal expenses 
in defending charges that taxpayer's 
horses were artificially stimulated. The 
Tax Court allows the deduction as 
ordinary and necessary. The fact that 
the expenses were incurred primarily 
on behalf of taxpayer’s employee, a 
trainer, does not bar the deduction since 
taxpayer had been implicated. Further, 
the deduction does not frustrate State 
public policy since taxpayer was ex- 
onerated. Howard, 32 TC No. 125. 
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Income of loss carryback year must be 
reduced by adjusted EPT. For the pur- 
pose of determining the net operating 
loss which can be carried back, the Code 
allows a deduction for excess profits tax. 
The Tax Court rules that the excess 
profits tax so deducted is the tax after 
the deduction of 10% credit for postwar 
refund. Weidenhoff, 32 TC No. 120. 


Deduction for obsolescence of designs 
allowed. Decedent had been in the busi- 
ness of preparing blueprints and ma- 
terials specifications for homes, and had 
developed a substantial business adver- 
tising and selling his plans. At his death 
an estate tax valuation of 125 original 
master plans was made and used as the 
basis for subsequent depreciation or 
obsolescence. This court affirms the Tax 
Court’s holding that the aggregate basis 
may be allocated among the plans by 
different methods. The court also ac- 
cepts the Commissioner’s allowance of 
an obsolescence deduction for only 14 
of a claimed 18 additional plans elimi- 
nated from the advertising by the estate. 
Johnson Estate, CA-4, 9/11/59. 


Claimed deductions disallowed for lack 
of proof. A corporation operating a 
hotel, beer taverns, and restaurants is 
denied deductions for lack of proof for 
janitor services, casual labor, laundry 
expense, interest, legal fees, salaries paid 
to its officer’s wife, and deductions for 
bad debts. Rentals paid to taxpayer's 
chief officer and shareholder as land- 
lord are deemed unreasonable and are 
adjusted accordingly. The court also 
denies claimed depreciation deductions 
for failure to prove any remaining basis 
for the assets, and holds the cost of cer- 
tain repairs and replacements to be capi- 
tal expenditures rather than ordinary 
and necessary expenses. O. Bee, Inc., 
PCM 1959-160. 


Voluntary fee to parent not deductible 
by subsidiary; was never paid. When the 
Nazis occupied Holland in 1940, tax- 
payer’s Dutch parent corporation was 
unable to function. The principal stock- 
holder therefore made the customer 
lists, formulae, etc. of the parent avail- 
able to taxpayer. In 1944, facing a large 
excess profits tax liability, taxpayer set 
up an accrual of 10% of sales as com- 
pensation to the Dutch company for the 
use of the customer lists and formulae. 
Since the Dutch company never re- 
sumed business, the accrual was taken 
into surplus in 1948. The court dis- 


New fraud and negligence decisions + 37% 


allows the deduction. It does not believe 
the taxpayer’s testimony that the pay- 
ment was ever authorized by the Direc- 
tors, and in any event it was not a neces- 
sary expense of taxpayer. Furthermore, 


the payments wére capital in nature, in 
that taxpayer was acquiring an interest 
in the formulae and other aspects of the 
parent’s business. Polak’s Frutal Works, 
Inc., DCN. Y., 9/23/59. 


New fraud and negligence decisions 


CPA convicted for assisting in prepara- 
tion of false return. Defendant, a CPA, 
was retained by a corporation to pre- 
pare its tax return and to advise it on 
accounting matters. The trial jury found 
that he had knowledge of transactions 
by which the sole stockholder charged 
various personal items as deductions. 
This court affirms his conviction for 
assisting in the preparation of a fraudu- 
lent return. Brill, CA-3, 9/30/59. 


Penalties for failure to estimate upheld; 
accountant not expert tax adviser. Tax- 
payers relied on the advice of the ac- 
countant who prepared their returns 
and did not file a declaration of esti- 
mated tax. The accountant was neither 
an attorney nor a CPA. He was not a 
college graduate, had never studied taxa- 
tion, and had no tax library. The court 
holds that he was not a qualified tax 
adviser upon whose advice taxpayers 
could rely. Their failure to file a de- 
claration of estimated tax was due to 
wilful neglect and not to reasonable 
cause. Reed, DC Ind., 8/26/59. 


Doctor’s omissions from income fraudu- 
lent. Taxpayer's wife in her suit for 
divorce alleged that he, a doctor, had 
annual earnings far in excess of that 
reported in his returns. The doctor was 
concerned that an investigation of his 
affairs would reveal a significant gap 
between reported income and his actual 
income, and he or his attorneys per- 
suaded the judge in the divorce pro- 
ceedings to set aside approximately 
$20,000 out of the community assets to 
meet the anticipated liability. He even 
paid an accecuntant $800 to prepare 
amended returns, which, after his wife’s 
attempt to murder him, he decided not 
to file. He falsely told the Government 
agent in 1954 and 1955 that amended 
returns were then being prepared for 
him and used that circumstance as an 
excuse for not turning over checks and 
other records to the agent. Such returns 
had in fact already been prepared and 
destroyed by taxpayer in 1953. On such 
facts the court finds fraud was present 





in connection with each of the years 
1946-1951 to justify the 50% addition 
for fraud, and to prevent the statute of 
limitations from barring any of the 
asserted deficiencies. Mandel, TCM 
1959-168. 


Treating all bank deposits as income 
called “fantastic” and “preposterous.” 
The Commissioner knew that taxpayer’s 
main business activities were selling 
money orders, travel kits and insurance, 
and cashing checks. Accordingly, the 
court says, he knew that Taxpayer’s gross 
income could reasonably be only a com- 
paratively small percentage of his gross 
receipts. The Commissioner’s determina- 
tion that all of taxpayer’s deposits in his 
principal bank accounts were gross in- 
come, is held to-.be “fantastic” and 
“preposterous.” The court concludes the 
determined deficiency is arbitrary and 
excessive and did not merit any pre- 
sumption of correctness. The court itself 
determines taxpayers income for each 
of the years. It also finds, on the basis 
of the Commissioner’s witnesses, that 
taxpayer failed to file returns for the 
years 1941-47 even though taxpayer testi- 
fied that “to the best of his recollection” 
he filed the returns but could not recall 
at which offices they were filed. Petrone, 
TCM 1959-178. 


Net worth computation and fraud 
penalties sustained. Although taxpayer 
contended he maintained books and 
records, the court upholds the Com- 
missioner’s use of the net worth method 
to reconstruct his income since there 
was no way to verify much of the in- 
formation that found its way into the 
books, and it was evident that some of 
the records kept, especially in regard to 
taxpayer's gambling activities, were in- 
complete. The net worth method is ac- 
cepted except as to certain adjusted 
items. Fraud penalties are also sustained 
on the grounds that the understate- 
ments of income were so large, so regu- 
lar, and so frequent as to establish a 
deliberate intention to defraud. Mer- 
ritt, TCM 1959-172. 
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Give trustee power to compensate 


for tax shifted by discretionary act 


by BYRON S. MILLER and DONALD J. YELLON 


Trustees have many opportunities to choose among alternative tax procedures to 


save taxes overall; after he makes the tax-saving choice he has the additional prob- 


lem of deciding who is to benefit from the tax saving. Mr. Miller and Mr. Yellon 


here discuss some of the more important tax alternatives, analyze the few decided 


cases dealing with the trustees’ handling of compensating adjustments for the tax 


saved, and suggest to the draftsman a clause to direct the trustee in allocating 


such savings among the beneficiaries of the trust. 


Ms THE TRUSTEE allow for the tax 
consequences of alternatives avail- 
able to it in exercising discretion to 
make or withhold trust distributions or 
to retain or sell trust assets? 

To date, we have found only a few 
cases in which the trustee has been held 
to have any specific power or responsi- 
bility arising from the exercise of discre- 
tion in one manner where the alterna- 
tive would haxe resulted in reduced 
taxes to the beneficiaries. 

Three such cases, Warms Estate (140 
NYS2d 169, Surr. Ct., 1955); Bixby 
Estate (140 Cal. App. 2d 326, 295P.2d 
68, 1956) and Levy Estate (9 Misc. 2d 
561, 167 NYS2d 16, Surr. Ct., 1957), 
dealt with the executor’s election to de- 
duct expenses of estate administration 
on the estate’s income tax return in- 
stead of on the Federal estate tax re- 
turn.1 

Under present law it is frequently pos- 
sible to reduce the aggregate estate tax 
and estate income tax burden by elect- 
ing to deduct administration expenses 
on the estate’s income tax return. If in- 
come and corpus beneficiaries are the 
same, no conflict of interest arises from 
this election; but if income and corpus 
beneficiaries are different persons, such 
an election will have significant prop- 
erty right consequences unless adjust- 
ments are made: 

1. When estate income-tax and estate- 
tax brackets are identical, the income 
beneficiary receives the benefit of de- 


ducting administration expenses on the 
estate income-tax return, leaving the 
residuary (corpus) beneficiary to pay 
estate tax on this amount which would 
otherwise have been deductible on the 
estate-tax return—a direct benefit to the 
income beneficiary at a direct cost to 
the corpus beneficiary; 

2. If the estate income-tax bracket is 
higher than the estate-tax bracket, the 
administration expense deduction is 
worth more on the income-tax return, 
and to the extent of the difference in 
brackets, an aggregate saving can be 
made available to the income benefici- 
ary at no cost to the corpus beneficiary; 

3. If the will contains a formula-type 
marital bequest, this election will in- 
crease the adjusted gross estate and 
thereby modify the above consequences 
to: (a) increase the marital bequest; 
(b) reduce the resulting estate tax; and 
(c) reduce the residuary estate to the 
extent of the increase in the marital be- 
quest (less the estate tax saving re- 
sulting from freeing this portion from 
estate tax), as well as to the extent de- 
scribed in (1) above. 

In two cases, Warms and Bixby, 
which did not involve marital formula 
bequests, the courts required adjust- 
ments restoring to the corpus benefici- 
ary the amount by which Federal estate 
taxes were increased by elimination of 
the administration expense deduction. 
Both courts felt that this exercise of 
discretion by the executor was per- 


missible, and that it could be used to 
benefit the income beneficiary alone, 
but not to the extent that such benefit 
was at the cost of the corpus beneficiary, 
The Levy case involved the additional 
complication of a formula-type marital 
bequest. Here, the court appears to have 
held that “the benefit of all deductions 
which would have been available to the 
estate principal” should be credited to 
the residuary estate. In the absence of 
further details, it is unclear whether this 
order redu-*d the marital bequest to 
the amount which it would have been 
had administration expenses been util- 
ized on the Federal estate tax return, or 
whether it departed from the earlier 
cases which gave the income benefici- 
aries the benefit of the net saving. 


Investment in tax exempts 


Two cases, Dwight’s Trust (204 Misc. 
204, 128 NYS2d 23, S.Ct., 1952) and 
Commercial Trust Co. of New Jersey v. 
Barnard (27 NJ 332, 142 A.2d 865, 1958) 
dealt with the converse problem of the 
power cl the trustee to exercise its in- 
vestment discretion to obtain tax bene- 
fits for one or more beneficiaries. 

Dwight’s Trust arose on an applica- 
tion to settle the accounts of a trustee. 
The court characterized the problem as 
a recurring one in trust administration, 
and decided the issue as follows: 

“Due to increased income tax rates, 
trustees are being met with demands by 
life beneficiaries, who are in high in- 
come tax brackets, to invest in tax- 
exempt securities. In most cases such 
securities sell at a premium, with the re- 
sult that upon maturity there is a loss 
in principal, even though the securities 
are redeemed at par. Such loss is visited 
upon the remaindermen of the trusts. 
It is unnecessary in the instant case to 
decide the broad questions of the 
liability of trustees under such circum- 
stances, for here it is undisputed that 
the trustee, when informed of the high 
tax bracket in which the life beneficiary 
found herself, deliberately sold United 
States Savings Bonds, which it held as 
principal in the trust, at a loss to the 
estate, so that it could invest the pro- 
ceeds in taxfree securities. The redemp- 
tion of the United States Bonds resulted 
in a loss of $3,290.70. I hold that the 
objection of the guardian to such loss 
is well taken and that the action of the 
trustee constituted an unwarranted sub- 
ordination of the interests of the re- 
maindermen to that of the life bene- 
ficiary. There. was no power in the 
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trustee to redeem the bonds at a loss 
for the sole purpose of effecting a higher 
net income for the life beneficiary. The 
trustee will, therefore, be surcharged the 
amount of the loss so sustained.” 

The implications of this case are 
striking and preventable. 

In Commercial Trust Co. of New 
Jersey v. Barnard, the trustees had in- 
vested in tax-exempt securities, the re- 
turn on which was below that on tax- 
able securities. The three income bene- 
ficiaries were shown to be in the 83%, 
68% and 65%, income tax brackets dur- 
ing relevant periods, although one of 
the beneficiaries, the objector in this 
litigation to settle the trustees’ accounts, 
had the status of a non-resident alien 
during a portion of the period, and in 
that status was subject only to a 15% 
rate. The latter fact, the court held, 

has no appreciable bearing on 
the duty of the trustees since they were 
required to deal with the corpus as a 
whole for the benefit of all three life 
income beneficiaries as well as the re- 
maindermen. They could not be ex- 
pected or required to change their in- 
vestment policy because of the tempor- 
ary tax status of one of the income 
beneficiaries.” 

The philosophy of this quotation ap- 
pears to be somewhat tempered by the 
court’s addendum: 

“We might note that although the 
exceptants have had ample opportunity 
to do so, no evidence seriously disput- 
ing the accuracy of the income tax 
status of the beneficiaries or the calcula- 
tions concerning relative advantages to 
them of tax-exempt versus taxable in- 
come from the trust has been offered. It 
is apparent that, on the whole, the life 
income beneficiaries fared better by 
having the trust corpus invested in low- 
yield tax-exempt securities than by hav- 
ing it invested in higher-yield taxable 
securities which it is alleged would have 
earned a yield of 414 per cent.” 


One case on subject 


At this writing only one other case 
has been found dealing with the un- 
expected tax consequences of the 
trustee’s exercise of discretionary 
powers. In Estate of Eleanor Elkins 
Rice? decided by the Philadelphia 
Orphans Court in 1956, the court re- 
quired the income beneficiary of a trust 
to reimburse trust corpus to the extent 
that the income beneficiary obtained a 
tax benefit by being allowed to deduct 
trustee commissions chargeable against 


corpus from trust income taxable to 
him. This is a particularly cogent illus- 
tration of growing discrepancies be- 
tween tax accounting and trust account- 
ing. 

These examples, it is believed, are 
only the initial building blocks in the 
erection of a new legal structure deal- 
ing with the trustee’s rights and duties 
relating to the tax impact of his pat- 
terns of trust administration. The 
variety of situations capable of creating 
such problems for the trustee is too 
great for cataloguing here; a review of 
some of the areas in which these prob- 
lems may arise will suffice to illustrate 
their breadth. 


Discretionary distributions and tax 


The manner in which the trustee ex- 
ercises his discretionary distribution 
powers may determine which benefici- 
ary bears all or a portion of the tax on 
ordinary trust income. 

A simple example would be a trust 
in which the trustee in a given year ex- 
ercised his discretion to withhold any 
distribution to the income beneficiary 
but elected to make a discretionary dis- 
tribution of principal to a corpus bene- 
ficiary. In such event the corpus bene- 
ficiary would receive the distribution 
subject to tax as ordinary income to 
the extent of the distributable net in- 
come of the trust for that year. 

The consequence of such an exercise 
of discretion would have been to trans- 
fer that year’s tax burden from the in- 
come beneficiary to the corpus bene- 
ficiary. Unless the trustee is granted 
special powers by the trust instrument 
or by evolution of new doctrines of 
trust law, the corpus beneficiary can 
never recoup this loss from the income 
beneficiary. 

The same illustration can present 
further complexities if the distribution 
to the corpus beneficiary were a re- 





[Messrs. Miller and Yellon are members 
of the Illinois Bar. They are both part- 
ners in the law firm of D’Ancoma, 
Pflaum, Wyatt & Riskind, Chicago. This 
article is the major part of a study 
which appeared in the Summer 1959 
issue of the University of Chicago Law 
Review. It examined the changes, large- 
ly the result of tax law, in the number, 
duration, purposes and provisions of 
trusts and the way the law of trusts, de- 
veloped in vastly different circum- 
stances, is changing to accomodate 
them.] 
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quired distribution of a percentage of 
trust principal. Did the beneficiary get 
precisely what the trust grantor, presum- 
ably aware of the law, intended or did 
he get such a distribution reduced by 
the unexpected ordinary income tax 
burden? 

A similar problem is presented if 
this were a trust in which corpus dis- 
tributions were charged as advances to 
be deducted from final distributions. 

Still another variation is presented 
where the trust contains a clause re- 
quiring corpus distributions to a bene- 
ficiary to bring that beneficiary's income 
from all sources to some stipulated 
amount or requiring corpus distribu- 
tions to pay large medical expenses in 
an amount currently known. 


Throwback problems 


The foregoing income vs. corpus 
problems relate only to undistributed 
income for the current year. Perhaps 
the most complex area in which the 
timing of a trustee’s discretionary ac- 
tions may have varying tax conse- 
quences is where distributions may fall 
under the “throwback” rules of the 
Code. (These rules apply only to trusts 
in which income distribution is discre- 
tionary. Such trusts are defined in the 
regulations as “complex trusts,” an ap- 
pellation which appears more descrip- 
tive of the consequences of the tax law 
than of the nature of the trust.) 

The trustee desiring to make a dis- 
cretionary corpus distribution from such 
a trust will usually find that whether or 
not the beneficiary receives the distribu- 
tion taxfree will depend on whether 
any portion of trust income for the 
previous five years had been withheld 
from distribution. If so, a discretionary 
corpus distribution may represent tax- 
able ordinary income to the beneficiary 
in whole or part. In these circumstances 
the problems already outlined may arise 
even though income for the current year 
has been fully distributed. 

A slightly different ;roblem would be 
presented in the administration of a 
trust requiring frequent corpus distri- 
butions. Would this fact (combined with 
the throwback rule) give the trustee 
more of an obligation to exercise his 
discretion to make current distributions 
of income? 

Where a trust provides for discretion- 
1See Bronston, Elections and Discretions under 
the Code: The Ezecutor’s Dil » 85 Taxes 986 
sited in Randall, Consequences of Executor’s 


Elections as to Administrative Expenses, 15 NYU 
Inst. Fed. Tax 1011, (1957). 
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ary distributions of income to one bene- 
ficiary and principal to another, the tim- 
ing of the exercise of the discretionary 
power may affect the allocation of trust 
expenses under the tier system adopted 
by the present regulations (as well as 
under more complex tier systems recent- 
ly under consideration by Congress).® 
Thus, trustee charges computed on the 
basis of corpus may be deductible by 
the income beneficiary if there should 
be no distribution of corpus, or trustee’s 
expenses chargeable against income may 
reduce the corpus beneficiary’s tax if a 
distribution should be made from cor- 
pus but not from income. The problem, 
difficult enough with respect to current 
year transactions, becomes complicated 
five-fold if the timing of such distribu- 
tions requires invocation of the throw- 
back rules. 


Beneficiary liable for capital gains 

Under the 1954 Code it is probably 
true that most capital gains are taxable 
to the trust rather than to the benefici- 

Thus, distributions will usually not 
impose a capital gains tax liability on 
the beneficiary. Three exceptions, how- 
ever, may pose administrative problems 
for the trustee. 

In one situation, the trustee by his 
course of conduct apparently can either 
reserve the capital gains tax liability to 
the trust or transfer it to the benefici- 
ary. Under the Regulations the test is 
whether the trustee “follows a regular 
practice of distributing the exact net 
proceeds of the sale of 
On... «HE 26, 
beneficiary; 


trust prop- 
the tax is upon the 
if not, it is upon the trust. 
In this state of the law, may the trustee 
be permitted to follow such a distribu- 
tion practice where the 
comes that of the 
trustee 


liability be- 
beneficiary if the 
beneficiary’s tax 
bracket to be substantially higher than 
that of the trust, or where all ordinary 
income is mandatorily distributable so 
capital gains tax to the trust 
would start at the lowest bracket? 


knows the 


that any 


A second situation where capital gains 
can become taxable to the beneficiary 
occurs where distribution of 
capital gains is required, whether the 
requirement springs from local law or 
from the trust 


current 


instrument. In_ these 
cases the trustee’s decision on when to 


3 See e.g., 3 Hearings before the House Committe 
on Ways and Means on Topics Pertaining to the 
General Revision of the Internal Revenue Code. 
85th Cong. 2d Sess. 2699-2805 eee) 

* Treas. Reg. Section 1.643(a)-3 (1956 

5 Treas. Reg. Section 1.661 (a) -2(f) (1986) ; Rev. 
Rul. 56-270. 
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sell an appreciated corpus asset will de- 
termine the year in which the corpus 
beneficiary bears a capital gains tax 
liability which might otherwise have 
been deferred to some other year. If 
the beneficiary’s income fluctuates sub- 
stantially, does the trustee need stronger 
reasons for selling in a year in which 
the beneficiary’s tax bracket is high than 
in a year in which it is low? Conversely, 
if the trust has depreciated assets, need 
the trustee give weight to the value of 
the loss to the beneficiary in any one 
year rather than another? 

Lastly, in the year of final distribu- 
tion, the trustee’s decisions as to sale or 
retention of appreciated (or depreci- 
ated) assets will determine the year in 
which capital gains tax liabilities (or 
capital loss deductions) will be incurred 
by the beneficiary. Is the tax impact 
upon the beneficiary a consideration to 
be weighed by the trustee in determin- 
ing whether or not to sell such an asset 
in the trust’s final year? 


Appreciated assets 


Even where no immediate capital 
gains tax liability is imposed upon the 
beneficiary, the trustee’s exercise of its 
discretion in making distributions of 
corpus can have sharply different tax 
consequences. 

Many trusts provide for partial dis- 
tributions to beneficiaries at 
times, whether it be for some stated pur- 
pose, at fixed ages, annually or other- 
wise. Such trusts usually authorize the 
trustee to select the particular trust 
assets to be distributed. 

If the trustee distributes cash or assets 
having a value equal to their basis, no 
special problems are created. But if the 
trustee selects assets worth more’ or less 
than their basis, a number of new con- 


various 


siderations arise. 

If appreciated assets are distributed 
in satisfaction of a specific dollar distri- 
bution provided in the trust instrument 
(or will), the trust (or estate) is treated 
as having made a constructive sale re- 
sulting in capital gain taxable to the 
trust (or estate).5 

In such a case the beneficiary holds 
such assets with the higher basis of their 
current value, and trust corpus is 
diminished by the amount of this tax. 
If the trustee had distributed cash or 
unappreciated assets, neither of these 


results would have occurred. What are 
the trustee’s powers and responsibilities 
in selecting assets to make such a distri- 
bution? Is the trustee protected if it 


would otherwise have sold such assets to 
make the distribution? 

To date, the constructive sale doc- 
trine has only been applied to a few 
types of partial distributions. If the 
scope of its application should be in- 
creased, the significance of the problems 
just discussed will also be enlarged. 

Where the trustee distributes appre- 
ciated assets and the distribution does 
not constitute a constructive sale, the 
question of the real value of the dis- 
tribution again arises. 

Suppose a distribution is required to 
be made from trust principal to pur- 
chase a residence and the dollar amount 
is known at the time of distribution. If 
the trustee charged with selecting assets 
to make such a distribution actually 
distributes assets worth $20,000 but hav- 
ing a basis of $5,000, the beneficiary, 
under present rulings, would receive 
$20,000 less a prospective capital gains 
tax liability on $15,000, to be incurred 
on a subsequent sale (unless the bene- 
ficiary should die without having sold 
the asset). 

In such a case did the beneficiary get 
the benefit the grantor intended? May 
the trustee allow for the potential capi- 
tal gains tax liability in valuing the dis- 
tribution? Or must the trustee sell the 
asset in order to distribut proceeds, 
thereby subjecting the trust to an im- 
mediate capital gains tax? 

Perhaps a sharper focus on trustee re- 
sponsibility in this area may be derived 
from considering a _ trust requiring 
simultaneous equal distributions to sev- 
eral beneficiaries. May the trustee dis- 
tribute to one beneficiary securities hav- 
ing unrealized appreciation while dis- 
tributing to a second beneficiary either 
cash or securities approximately worth 
their basis? 

A further problem area involving 
taxable distribution of appreciated 
assets may be found where some appre- 
ciated assets have holding periods of 
more and some of less than six months. 
The problems are similar to those al- 
ready reviewed but less likely, since 
most trusts do not engage in active trad- 
ing. 


Other problems 


If the trustee selected assets worth 
less than their basis, a converse set of 
rules might apply. 

Quite a different problem may arise 
where the trustee has discretion whether 
to distribute income, has power to 
make distributions in cash or in kind 
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and the trust assets include securities 
with unrealized appreciation. If in mak- 
ing a discretionary distribution to the 
income beneficiary the trustee makes the 
distribution in cash, this income is tax- 
able to the beneficiary as ordinary in- 
come, and the trust continues to hold 
securities carrying a potential capital 
liability. If, however, the 
trustee makes an equivalent distribu- 
tion in appreciated securities, the bene- 
ficiary will receive the same amount of 
taxable income and will pay the same 
tax. It seems likely, however, that in 
this instance the securities will acquire 
in the beneficiary’s hands a basis equal 
to the market value at the time of dis- 
tribution. Thus, by exercising a discre- 
tionary power to distribute in kind, the 
trustee may be able to free the trust of 
a potential capital gains tax liability 
without injury to the income benefici- 
ary. If so, may a remainderman com- 
plain if the trustee should fail to 
eliminate potential capital gains liabili- 
ties in this manner? 


gains tax 


Need for authority 


Some of the preceding problems may 
be eliminated if the trustee is expressly 
permitted or required to allow for tax 
factors in valuing trust assets selected 
for distribution. Others may be an- 
swered if the trustee is permitted or re- 
quired to make compensating adjust- 
ments to reflect the unexpected or acci- 
dental tax consequences considered 
earlier. 

Without express authorization, how- 
ever, the trustee will be seeking to take 
action as beneficiaries for 
which it will find little or no precedent 
today. 


between 


The few cases reviewed above indi- 
cate that the courts will ultimately de- 
fine both the extent to which the trustee 
must at its peril recognize the tax con- 
sequences of its actions and the extent 
to which the courts will find implied 
powers and duties of the trustee have 
been judicially determined. 

Modern trust draftsmanship, however, 
seeks to protect the trustee from the un- 
certainties of future judicial decision by 
granting the trustee broad, explicit 
powers of administration. Application 
of the same foresight to the problems 
considered requires that new trust pro- 
visions be enable the 
trustee to deal fairly with such tax con- 
sequences and to protect the trustee in 
the exercise of its discretion. 

The language in the adjoining Ex- 


developed to 
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THE TRUSTEE is authorized and em- 
powered: 

A. To value any trust property 
distributed or to be distributed to 
any beneficiary, including in the 
determination of such value such 
allowances as the Trustee, in its 
sole discretion, may deem reason- 
able for any current Income Tax 
Consequences (hereinafter defined) 
of such distribution and for any de- 
ferred Income Tax Consequences 
which may arise from subsequent 
disposition of assets having at the 
time of such distribution a fair 
market value other than the basis 
of such assets in the hands of the 
distributee; and 

B. To make such adjustments by 
charges against and credits to the 
accounts of the beneficiaries here- 
under (whether present or future, 
vested or contingent) as the 
Trustee, in its sole discretion, may 
deem reasonable to compensate for 
the Income Tax Consequences of 
the Trustee’s making or failing to 
make any authorized distributions 
of trust income or corpus whenever, 
in the opinion of the Trustee, such 
Income Tax Consequences to the 
trust and such beneficiaries differ 





Exhibit I: SPECIMEN CLAUSE EMPOWERING TRUSTEE TO VALUE 
DISTRIBUTIONS AND TO MAKE TAX ADJUSTMENTS 


from those which would ensue as a 
result of the application of estab- 
lished trust accounting practices. 
As used herein, 
Consequences” 


“Income Tax 
means any effect 
prescribed by or resulting from the 
application of laws imposed by any 
governmental authority with re- 
spect to taxes upon or measured by 
income, whether such effect be by 
imposition of liability for payment 
of taxes, by adjustment of the basis 
of property, or otherwise, and 
whether such effect be upon the 
Trust or upon any beneficiary here- 
under, present or future, vested or 
contingent. 

In making or failing to make 
such allowance in determining any 
valuation, and in making or failing 
to make any such adjustment, the 
Trustee shall be fully protected in 
making any estimate of applicable 
tax rates, in making any allowances 
for the complexity of exercising any 
such power and in determining any 
method of application of any such 
allowance or adjustment; and each 
decision of the Trustee, by action 
or inaction, shall be final and bind- 
ing and not subject to question by 
any person. 








hibit I is a first attempt at a model pro- 
vision designed to equip the trustee to 
deal with the problems arising because 
many distributions of trust income and 
principal carry with them widely vary- 
ing tax consequences depending upon 
the assets selected for distribution and 
the timing of the distribution. 


Power to value 


When such distributions are directed 
or authorized under the trust instru- 
ment for some stated purpose which at 
is a known 
dollar amount, the trustee should be em- 
powered to value the distribution in 
terms of the net amount available to 
the beneficiary for the stated purpose. 
This should be true whether the distri- 
bution is made in <ash or in other assets. 


the time of distribution 


Such a power may not have been sig- 
nificant when tax rates were lower or 
when most distributions were not tax- 
able to the beneficiary. But under the 
trust tax scheme of the 1954 Code, 


present high tax rates and probable 
further tax rate the gross 
value of a distribution is in the process 
of becoming less and less meaningful. 

Similarly, when specified percentages 
of trust assets are scheduled for distribu- 
tion, valuation of the total trust estate 
and of the particular assets to be dis- 
tributed can be greatly distorted if gross 
asset values are used. 


increases, 


Model provision 


The proposed model provision ex- 
pressly authorizes the trustee, in deter- 
mining the value of assets for distribu- 
tion purposes (including cash), to dis- 
count the fair value of such assets by 
tax liabilities at relevant brackets flow- 


ing from the fact of distribution or in- 
herent in the subsequent disposition of 
the asset by the beneficiary. Thus, dis- 
tributions which carry tax liability for 
receipt of ordinary income or for re- 
ceipt of capital gains may be discounted 
for the estimated tax liability; distribu- 
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tions of appreciated assets in kind not 
constituting a constructive sale may be 
discounted for the future capital gains 
tax liability. 


Power to adjust 


Independent of the valuation ques- 
tion, many types of discretionary ac- 
tions by the trustee may have tax con- 
sequences which fall unfairly among the 
beneficiaries. —These too may arise in 
distributions of both trust income and 
trust principal. 

When do tax consequences fall ‘“‘un- 
fairly”? The current income beneficiary 
is expected to be taxed on current in- 
come distributions and to be allowed to 
deduct charges against income. The 
corpus beneficiary is expected to be 
taxed on distributions of capital gains 
and to obtain the benefit of deductions 
attributable to charges against corpus 
either directly or, if the trust pays the 
tax, indirectly. Any different in tax con- 
sequences is “unfair” to the bearer of 
the shifted tax burden. 

Granting the trustee power to make 
compensating adjustments of trust ac- 
counts will permit a restoration of “fair- 
ness,” but in most actual situations will 
present the trustee with impossibly com- 
Progressive 
rates require that calculation of adjust- 
ments for tax burdens or benefits be 
made on the basis of marginal brackcis. 


plex choices. income tax 


If several items are involved, the com- 
putation often becomes self-contradic- 
tory, requiring the use of mutually in- 
consistent hypotheses. If different tax 
years are involved, additional variations 
in tax brackets between years must be 
considered. And if unrealized apprecia- 
tion is involved, what year should be 
postulated, and what future rates and 
brackets? Experience illustrative of such 
problems may be found in computations 
sometimes required in business or fam- 
ily transactions where one party agrees 
to reimburse another for the excess of 
undetermined income tax liabilities over 
undetermined income tax benefits. 
Such compensating adjustments by 
the trustee cannot be exact. But a rea- 
sonably estimated adjustment made by 
a responsible fiduciary can do much to 
restore the essential dispositive scheme 
of the testator or grantor. The trustee is 
no more incompetent to make adjust- 


®In the Trico case (unreported), stockholders are 
reputed to have obtained substantial cash settle- 
ments from directors who failed to make dividend 
distributions which would have avoided a corpo- 
rate liability for undistributed income surtax. See 
Trico Products Corp. (187 F.2d 424, CA-2, 1943); 
(169 F.2d 348, CA-2, 1948). 


December 1959 


ments of this nature than the executor 
to adjust for its election to deduct ad- 
ministrative expenses on the estate in- 
come tax return in a marital-formula 
estate, or the trustee to allocate some 
types of complex receipts between in- 
come and principal. The grant of such 
powers in the trust instrument should 
be as acceptable to the courts as most 
grants of powers coupled with a fiduci- 
ary responsibility have been in the past. 


Exculpation of the trustee 


Implicit in the foregoing discussion 
of tax law distortions of trust account- 
ing is the risk that the trustee will be 
surcharged for some discretionary action 
because of its tax consequences were 
unfair to one or another beneficiary. In 
effect, this has already occurred in five 
of the cases discussed above, but in all 
cases except one the fiduciary still had 
access to trust assets to accomplish the 
reallocation ordered. This may not al- 
ways be the case, and the trustee may 
find that his action is the subject of the 
case that establishes an unprecedented 
trustee’s obligation in this area. 

For this reason, and to protect the 
trustee in making a reasonable but 
necessarily inexact determination, either 
in valuing a trust asset or making an 
adjustment in the trust accounts to re- 
flect unfair tax consequences, the model 
provision proposed in this article in- 
cludes an additional exculpatory clause 
to encourage the trustee to carry out 
intended trust administration without 
personal risk for honest errors of calcu- 
lation. 


Law is changing 

This review of some new obligations 
of trustees arising under the tax laws 
is not intended to be all-inclusive. 
Rather, its purpose is to illustrate that 
just as the ancient institution of the 
trust has undergone a major transforma- 
tion into a tax-saving instrumentality, 
so the tax laws have been revised to 
impose tax liabilities on 
beneficiairies whenever possible, even 
though the result is contrary to estab- 
lished trust accounting practice and to 
the intentions of the grantor or testator. 

Many of these tax law provisions de- 
part from customary trust accounting 
distinctions corpus and_in- 
come, both as to receipts and disburse- 
ments. The result is that trust income 
and deductions are often reportable on 
the individual tax returns of distrib- 


individual 


between 


utees other than those intended by the 


creator of the trust. 

The accounting required for the 
preparation of proper trust tax returns 
must conform to the tax law. The result 
is that unless trustees are to keep two 
sets of books, one for trust purposes and 
one for tax purposes, they must be per- 
mitted to make adjustments to reflect 
tax consequences which are more con- 
sistent with the government’s drive to 
have trust income taxed to individuals 
than with the grantor’s intentions in 
establishing the trust. Such a result can 
be justified by imputing to the grantor 
the intention that distorted tax conse- 
quences be balanced by adjustments be- 
tween beneficiaries made by the trustee. 

Tax law has heretofore heavily in- 
fluenced corporate accounting practices, 
and corporate officers have adjusted to 
many income tax accounting practices 
in corporate management.® Tax law is 
similiarly influencing trust accounting 
but the resulting responsibilities of 
trustees have not yet been defined. 

We believe that the tax motivations 
which underlie the increase in quantity 
and the change in form of modern 
trusts will be recognized by the courts 
in requiring trustees to allow for tax 
consequences in exercising their discre- 
tion and to adjust for tax consequences 
which flow from the unrelated timing 
of trust distributions. The thoughtful 
trust draftsman, however, will not sit 
idle during the process of judicial in- 
clusion and exclusion; rather, he will 
seek to occupy the field with the grant 
of new powers and protection to the 
trustee to meet these challenges. 


New decisions 





Beneficiaries not taxable on undistri- 
buted income of discretionary trust. 
Taxpayers were two of nine children 
who were beneficiaries of a trust set 
up by their parents in October 1929. 
The instrument provided that net in- 
come was to be distributed by the 
trustees at such times as the trustees may 
elect. It also provided that upon ter- 
mination of the trust, all trust property, 
both income and principal, was to be 
distributed within one year from the 
termination of the trust, during which 
year all powers of the trustees con- 
tinued. Unless two-thirds of the bene- 
ficiaries elected to extend the trust for 
an additional ten years, it was to expire 
on October 15, 1949. No election was 
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made to extend the term of the trust. 
Taxpayers were assessed taxes on their 
two-ninths share of the undistributed 
ordinary income of the trust from Oct. 
15, 1949 to Dec. 31, 1949. Taxpayers 
also paid assessments on two-ninths of 
all the 1949 trust capital gain income, 
no part of which had been distributed 
in 1949. The court finds that because 
distribution of the trust income was to 
be made in the final year only at 
the discretion of the trustees, the bene- 
ficiaries could not be taxed on trust in- 
come not distributed to them. Brous- 
sard, DC Tex., 8/25/59. 


Jury finds settlor controlled trustees, his 
sons; trust income taxable to him. A 
jury found that the income of six of 
seven trusts created by taxpayer between 
1936 and 1945 was taxable to him. Evi- 
dence showed that taxpayer controlled 
the investment policy of these trusts 


through parental pressure on the 
trustees, who were his adult children. 
The district court also pointed out that 
taxpayer had the power to substitute 
trustees and to choose among the classes 
of beneficiaries. While taxpayer had not 
exercised these powers, their existence 
gave the taxpayer such control as to 
amount to ownership. Because taxpayer 
had no such powers with respect to the 
seventh trust, the district court set aside 
the jury verdict and held taxpayer tax- 
able on its income also. This court re- 
verses as to the seventh trust. Taxpayer's 
influence over the trustees’ investment 
policies at most made him a defacto 
trustee. A grantor’s being sole trustee of 
a trust is not enough to make its income 
taxable to him. The propensity to con- 
trol shown by taxpayer’s powers over the 
other six trusts may not be imputed to 
the other, the seventh trust. Holdeen, 
CA-2, 10/2/59. 


New estate & gift decisions this month 





*Can’t split insurance proceeds to allow 
marital deduction for annuity element. 
The District Court here had permitted 
a marital deduction for the annuity ele- 
ment in insurance proceeds payable 
giving decedent’s 
widow a life income with a guaranty of 
twenty Under this kind of 
option should the primary beneficiary 
fail to survive long enough to collect 
twenty 


under an_ option 


payments. 


payments, (payments will be 
made to a contingent beneficiary until 
the guaranty is fulfilled. This court re- 
verses. The insurance proceeds are, it 
concludes from the language of the 
Code and its legislative history, a single 
fund and the wife’s interest is termin- 
able. The court notes that the Third 
Circuit has in Reilly (239 F.2d 797) per- 
mitted allocation in accordance with the 
actuarial computations of the insurance 
company. One judge dissents; he would 
agree with the lower court and with the 
Third Circuit. Meyer, CA-2, 9/4/59. 


Donor found to be incompetent; gifts, 
being invalid, included in estate. Dece- 
dent transferred certain items of in- 
tangible personal property to her son, 
daughter-in-law and their children dur- 
ing the years 1947, 1948 and 1950. She 
had been admitted to a hospital for the 
mentally ill in 1947, and although con- 
fused much of the time, she enjoyed 
lucid intervals during which she could 


read books and manage her business 
affairs. She signed a gift tax return 
covering the 1947 and 1948 gifts, but 
apparently her condition grew progress- 
ively worse. The Commissioner chal- 
lenged the 1947, 1948 and 1950 gifts on 
the grounds that decedent was mertally 
incompetent and incapable of making 
gifts during those years. After a review 
of the evidence, the Tax Court deter- 
mined that the decedent was competent 
to make gifts during 1947 and 1948 and 
the subject matter of those gifts was not 
to be included in her gross estate. The 
court held, however, that in 1950 de- 
cedent was mentally incompetent to au- 
thorize the transfer during that year 
and that she remained the legal owner 
of the stocks transferred in 1950. As a 
result, such stock was includible in her 
gross estate. Thompson, TCM 1959-183. 


Estate includes joint and trustee ac- 
counts in bank. Decedent had opened 
two bank accounts for his son; one was 
a joint account and the other in dece- 
dent’s name as trustee for his son. Dece- 
dent deposited funds in both accounts 
but made no withdrawals. The ‘lax 
Court holds that both accounts are in- 
cludible in his estate. The amount on 
deposit at the time of decedent’s death 
in the joint account was includible be- 
cause all deposits were traceable to de- 
cedent’s contributions. The amount in 


Trusts & 379 


the trustee account was includible either 
as a transfer intended to take effect in 
possession and enjoyment at or after 
death or as a transfer subject to a power 
of revocation. The court also finds that 
the value of United States Savings 
Bonds purchased by the decedent and 
registered in “either-or’” form was also 
includible in the decedent’s gross estate. 
Doyle, 32 TC No. 117. 


estates °* 


Jury finds that transfers by 74-year-old 
woman were not in contemplation of 
death. Decedent, age 74, transferred 
11,000 shares of stock of her family 
corporation to her children about a year 
before her death and another 11,000 
shares four months later. Although the 
transferred shares represented approxi- 
mately 27% of her estate, the jury found 
that the transfers were not in contempla- 
tion of death. In instructing the jury 
the District Court judge pointed out 
that gifts for the purpose of rendering 
present financial assistance to the chil- 
dren during the lifetime of the donor 
or for the purpose of assisting them in 
getting established in the donor’s busi- 
ness or for the purpose of causing the 
children to assume financial responsibil- 
ity may be prompted by motives asso- 
ciated with life rather than death. 
Smith, DC Utah, 7/31/59. 


No marital deduction for trust though 
widow had power to withdraw principal 
for her benefit. Decedent’s will be- 
queathed 255 shares of stock in trust 
and designated his widow as life income 
beneficiary. In addition the will pro- 
vided that the wife was to have “the 
right to encroach upon the principal 
... for her own benefit, at any time she 
sees fit, without accounting to my 
children.” Under Tennessee law, the 
power was not broad enough for the 
widow to withdraw the entire trust 
corpus or to make gifts of the trust 
corpus so as to deprive the children of 
their interests in the estate. The Tax 
Court holds that the widow did not 
possess a power to appoint the corpus 
in all events to herself as unqualified 
owner or appoint the corpus as a part 
of her estate. Hence no marital deduc- 
tion is allowable for it. Semmes, 32 TC 
119. 


Tvans,cr to trust was complete though 
settlor could, with trustee, terminate 
trust. Decedent and his wife created 
cross trusts in 1926; one half of the in- 
come of each trust was payable to the 
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settlor’s spouse; the other half and the 
remainder, to their children. It is con- 
ceded that decedent is to be treated as 
grantor of his wife’s trust. The Com- 
missioner included the corpus in the de- 
cedent’s estate on the theory that the 
transfer in- trust took place not in 1926 
(being prior to 3/4/31 a transfer then, 
despite the retained income interest, 
would not be includible) but in 1946 
when decedent released his right to bar 
a termination of the trust. The court 
holds that the must be con- 
sidered made in 1926 because after that 
date the decedent had no possibility of 
recovering the property. Upon termina- 
tion, at any time, the corpus would go 
to the descendants of the settlor. 
Cuddihy, 32 TC No. 110. 


transfer 


Certificates of Indebtedness of trust 
found to be future interest. In 1935 
decedent conveyed improved real estate 
to a trust. In that year and each year 
thereafter he gave members of his fam- 
ily Certificates of Indebtedness purport- 
ing to be obligations of the trust. Such 
obligations, usually in the face amount 


December 1959 


of $5,000, bore interest at the rate of 
6%, but the principal was payable only 
on termination of the trust. The cer- 
tificates could not be assigned or trans- 
ferred without the written consent of 
the trustee. The Commissioner assessed 
a gift tax deficiency asserting the certifi- 
cates did not qualify for the annual ex- 
clusion as gifts of present interests be- 
cause they were not enforceable legal 
obligations payable on a day certain 
and immediately disposable by the 
obligee. The Tax Court agreed with the 
Commisisoner that the certificates were 
future interests. They are different from 
bonds and notes in that they are not 
payable on a day certain and are not 
transferable without consent. Voss, TCM 
1959-175. 


Exclusion allowed for life estate despite 
possibility of termination. Flora Lorch 
created an irrevocable trust which pro- 
vided for a life estate to her son, Lester, 
and remainder to Lester’s son, her 
grandson. Lester was also designated as 
the trustee, and in such capacity he was 
authorized in his discretion to terminate 


the trust by distributing the trust corpus 
to his son, the remainderman. The gov- 
ernment asserted that because of the 
possibility of termination, the present 
worth of Lester’s life estate could not 
be ascertained and that the exclusion 
was not available for his interest in 
computing the gift tax. The District 
Court, apparently lumping the life 
estate and the remainder interests to- 
gether, held that an exclusion is allow- 
able for the gift of each interest. Lorch, 
DC Tex., 8/21/59. 


CLASSIFIED 
ADVERTISING 


Classified advertising will be accepted for pub- 
lication for help wanted, situations wanted, 
business opportunities, practices for purchase 
or sale, purchase and sale of merchandise, and 
similar items. Rates r insertion: 60¢ per 
line, minimum, $3. Address copy for advertise- 
ment, together with check, to The Journal of 
Taxation, 147 East 50th Street, New York 22. 
Replies should also be sent to this address. 














UNITED KINGDOM accountants with 
associated business in France would be 
prepared to enter into working arrange- 
ment with United States firm of ac- 
countants. Write Box 158. 
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NERAL—BOOKS 

Rzman, R S, Arms Length Trans- 
ctions. The Ronald Press Co., (New 
fork, 1958) 169pp. $10.00. (Tax 
Practitioners Library). Features 
iharts setting forth taxpayer's argu- 
nents in each case opposite the find- 
ng. 

zman R S, Sound Business Purpose, 
fhe Ronald Press Co. (New York, 
958), $10.00. (Tax Practitioners Li- 
rary). Features charts setting forth 
laxpayer’s arguments in each case 
pposite the finding. 

hon J J, Ed., Working with the Rev- 
mue Code-1958, American Institute of 
PAs (New York, 1958), 238pp. Com- 
nents, brought up to date from 
ournal of Accountancy Tax Clinic 
954-1958. 

chell, W, Records Retention, Ells- 
worth Publishing Co. (New York, 
959) 48pp, $5.00, a Practical Guide. 
ntgomery’s Federal Taxes, The Ron- 
Id Press Co. (New York, 1958), 
300pp, $25.00. Clear and concise ex- 
ylanation by taxpayers of national 
SPA form for business managers and 
nvestors as well as professional tax 


en 

Weselman R, Alexander’s Federal Taz 
Jandbook, The Michie Co. (Char- 
ottesville, 1958) 1261pp. $20.00 

mma, D J, Assignment of Income, 
The Ronald Press Co. (New York, 
958), 131lpp, $10 ($8.50 on subscrip- 
ion) (Tax Practitioners Library) 
harts of justification of attempted 
issignments and findings 

8’s Major Income Tax Act—Law 
nd Explanation, Commerce Clearing 
House (Chicago, 1958), 128pp, $1.50 
rporation 1959 Filled-in Tax Return 
forms for 1958 Income, Commerce 
Dlearing House (Chicago, 1958), 56pp 
2.00 


Jividual’s 1959 Filled-in Tax Return 
Forms for 1958 Income, Commerce 
Dlearing House (Chicago, 1958), 
8pp $1.00 
eral Taxes 1959, Commerce Clearing 
House (Chicago, 1958), 1,248pp $17.50 
Ideas Manual, Prentice-Hall, (En- 
lewood Cliffs) 1958, 1280pp 
exes 
mulative Index 1948-1958 Tax In- 
titutes University of Southern Cali- 
ornia School of Law on Major Tax 
lanning, Banks and Company, (AlI- 
bany, 1959). 


*FCOUNTING—BOOKS 


eenfield H & Griesinger F K, Sale- 
Leasebacks and Leasing in Real Estate 
nd Equipment Transactions, Mc- 
braw-Hill (New York, 1958), 107pp, 
15.00. Business, tax, legal and ac- 
ounting factors analyzed 

ler C, Lawyers Accounting Hand- 
ook, Matthew eel & Co., (New 
York) 1 vol., $15 

1 Jr., Fred Ww, Consolidated Tax Re- 
urns, Callaghan & Co. (Chicago, 
959) $20. 

nley, New Rapid Tax Depreciation: 
tow to Use It Profitably, Prentice- 
dall (Englewood Cliffs) 

iggins J C & G B Gordon, Repairs 
8. Capital Expenditures, Ronald 
Press Co. $10.00. Tax practitioners 
aturing tables of cases, showing 
axpayer’s arguments and court’s find- 
gs 


OUNTING—ARTICLES 
alysis of Teleservice case holding 





grants-in-aid of construction are in- 
come; change in IRS policy foreseen, 
Mednick H S, 11JTAX205, Oct59, 3pp 

Code standards for determining period 
over which improvements to renew- 
able lease may be amortized, analyzed. 
Problems in application foreseen, 
Lurie A 11JTAX22, July59, 4pp 

Deferred payment contract is, IRS 
claims. cash basis income, 11JTAX150, 
Sep59, lp 

Recent cases paying little attention to 
Regulations criticized as raising dis- 
turbing possibilities of a new case 
law of consolidation in conflict with 
Regulations, Dale E R, 11TaxExec158, 
Jan59, similarly 11JTAX263, 


Utilities enjoin AICPA bulletin on ac- 
counting treatment of tax deferred by 
using accelerated depreciation when 
the company uses normal deprecia- 
a on its books, 11JTAX148, Sep59, 
Pp 

accrual 

Analysis of claim or right and other 
accounting cases on scope of power 
to determine whether taxpayer’s sys- 
tem reflects income, 11JTAX79, Aug, 
59, 4pp 

Tax Court decision, in Fifth Ave. 
Coach that litigated expense accrued 
because there was little probability of 
appeal, criticized as not in accord 
with accrual theory, difficult to ad- 
minister and as permitting distortion, 
107U PennLR206, Jun59, 8pp 

change of method 

Changes made before and after 1954; 
the 1958 law; current status of volun- 
tary changes and those required by 
the Commissioner, Holzschuher C Jr 
NYU17TthInst, p249, 8pp 

Patchen case seen as limiting Commis- 
sioner’s power to reconstruct income. 
He may require change only if tax- 
payer’s method does not properly re- 
flect income, 5HowardLJ147, Jan59, 


5pp 

installment method 

List of transfers which will not make 
uncollected profit taxable, Mandell H 
M, 29 NYCPA392, May59, 1p 

reserves 

Criticism of Supreme Court holding 
that dealers’ reserves withheld on 
financing are income, Herzberg A, 
11JTAX74, Aug59, 2pp 

This note, written before the Supreme 
Court Hansen decision, argues that 
dealers reserves should not be treated 
as income until collected. Extensively 
footnoted, 54NwestULR98, MarApr59, 
14pp 


ALIMONY 


Husband should be permitted to deduct 
payments to wife for her unrestricted 
use; recent cases criticized as failing 
to follow intent of Congress, Miller J, 
11JTAX160, Sep59, 4pp 


ANNUITIES 


Intra-family sale of assets for an an- 
nuity seen as saving tax; income, 
estate, gift tax treatment of each 
party analyzed, McGiveran B S & 
Lynch W_ B, 13CLUJ14, Winter58, 
12pp; 10JTAX322, June59, 5pp 


CAPITAL GAINS AND LOSSES 


Importance of provision in sale and 
leaseback that lessor gets equipment 
at end of lease, Mandell H M, 29 
NYCPA390, May59, Ip 

Statement of the law affecting basis of 
specific types of property; gifts, in- 
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heritances, stock rights, patents, etc. 
Thomas M, NYU17thInst. p561, 18pp 

Tax can exceed 25%. Example of high 
rate on sofne gains when other income 
falls below the point at which the 
alternative tax applies, 107J Account 
76, May59, lo 


COLLECTION OF TAXES 


IRS studying underreporting of interest 
and dividends; may urge withholding, 
11JTAX294, Nov59, 2pp 

Oil bonus cases decision by Tax Court 
raises deferred salary questions; Cow- 
den analyzed, 11JTAX215, Oct59, 2pp 

Role of state law in Federal tax deter- 
minations with special attention to 
transferee liability problems, 72Har 
LR1350, May59, 14pp 

Thoughtful — by economist of 

tax administra- 
tion and possibility of improvement 
by intensive auditing, withholding. 
Comment on experience of the states 
and of foreign countries, Groves H M, 
12NatTaxJ37, Mar59, 16pp 

liens 

Explanation of how ABA proposals for 
changes in Federal tax liens would 
affect banks; comment on bank-spon- 
sored proposals not adopted by the 
ABA, Plumb Jr., W T, 14BusLaw782, 
Apr59, 1l4pp 

transteree liability 

Decision in Stern approved as giving a 
definite standard, Hill W C NYU17th 
Inst, p25, llpp 


COMPENSATION 


duPont’s bonus program described and 
analyzed; footnoted to the law and 
the literature, Cox A H, NYU1L7th 
Inst, p905, 28pp 

Ford pension and deferred compensa- 
tion plans detailed, and provision an- 
alyzed in terms of the Code, Regula- 
tions and published literature, Fill- 
man J R, NYU17thInst p883, 22pp 

Informed comment on practical and tax 
aspects of new types of fringe bene- 
fits; medical expenses; group term; 
health and accident and other insur- 
ance; options; meals and lodging; 
scholarships, Schreiber 1, NYU17th 
Inst. p607, 20pp 

Oil bonus cases decision by Tax Court 
raises deferred salary questions; Cow- 
den analyzed, 11JTAX215, Oct59, 2pp 

Payments to widows under the 1954 Code 
discussed in light of changes in the 
law, recent cases analyzed, Getz E, 11 
JTAX229 Oct59, 4pp 

Pittsburgh Consolidation Coal plan, held 
invalid in stockholder’s suit, com- 
pared with Heinz plan which bases 
retirement benefits on rise in book 
value. Advantages and problems in 
Heinz plan, 47CalLR190, Mar59, 8pp 


CORPORATIONS—BOOKS 


Anthoine R, Corporate Tax Election to 
Pass Income and Loss to Shareholders, 
Practicing Law Institute (New York, 
1958) 44pp, $2. Analysis by 11 
lawyers presented at October 1958 
forum, as revised by the editor 

Holland, Daniel M, The Income-Taz 
Burden on Stockholders, Princeton 
University Press (Princeton, 1958), 
241pp, $5.00. 

Lore, M M, Thin Capitalization, The 
Ronald Press, (New York, 1958) 
26lpp, $10.00. (Tax Practitioners Li- 
brary). Features charts setting forth 
the factual situation in each case 
and taxpayer’s argument against the 
finding. 

Surrey S S, Income Taz Problems of 
Corporations and Shareholders, ‘The 
American Law Institute ( Philadelphia, 
1958) 74pp. This annual report of 
the American Law Institute tax pro- 
ject sets out the current tentative 
views of the ALI tax staff on changes 
that are needed in taxation of corpo- 
rate distributions, terminations, re- 
organizations, loss-carryovers, multi- 
ple corporations, attribution rules, 
debt financing. 


CORPORATIONS—ARTICLES 


Consideration of the advantages and 
disadvantages of tax savings methods 
used in capitalizing close corpora- 





tions, Hea W, 34 NotDamL335, May 
59, lipp 

Legislation proposed to defer tax on 
DuPont’s GM divestiture described, 
11JTAX248, Oct59, 3pp 

Tax planning for the new growth com- 
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pany and for its owners, a survey of 
the problems to be considered at each 
stage of growth; capital structure, 
accounting elections, dividend policy 
to accelerate growth and avoid tax 
problems, T'ekampe F, Greene R, 11 
JTAX130, Sep59, 5pp 

accumulated earnings tax 

ABA group recommendations on burden 
of proof analyzed, criticized as not 
proposing substantial relief, by Alt- 
man D & Berger T, 11JTAX196, Oct 
59, 3pp 

buy-sell agreements 

Tax Court seen diluting benefits of new 
burden-of-proof rules; discussion of 
the immediacy test, acceptable pur- 
poses for surplus, problems in con- 
trolled corporations, the effect of re- 
demption of minority and majority 
interests; planning to avoid 5631 
troubles, Weithorn Stanley S N 
17thInst, p299, 28pp. 

Techniques for setting the price: book 
value, capitalized earning, appraisal, 
agreed figure. be ae con- 
sidered. Footn recent articles. 
Page D K, ST MCh LINGSS Mar59, 29pp 

collapsible 

Thorough and precise explanation of 
the changes made by the 1958 Act, 
Friedman W H and Silbert G, NYU 
l17thInst. p665, 20pp 

dividends 

Operating loss except for dividends, 
won't reduce credit to below 72.5%, 
Mandell H M, 29NYCPA388, May59, 


2pp 
This article, being a chapter from a 
forthcoming book on Subchapter C, 
provides complete coverage and ex- 
tensive footnoting to the cases and 
the literature on dividends, including 
disguised, in kind, stock, Bittker B I, 
5HowardLJ46, Jan59, 44pp 
ing to tax income to owners 
Advantages of Subchapter S election for 
incorporated talent, Mandell H M, 
29NYCPA390, May59, Ip 
Discussion of the considerations deter- 
mining whether a business should be 
formed as partnership, proprietorship 
or corporation electing under Sub- 
chapter S. Tax problems at forma- 
tion, during operations, upon sale of 
the business or death or retirement 
of an owner, Willis A B, 11JTAX66, 
Aug59, 5pp 
Exposition of the law and comment on 
advantages and disadvantages, 47Cal 
LR351, May59, 15pp 
Outline of the law, Richardson B K, 
384JSBCal300, May-June59, 9pp 
Percentage depletion benefits can be 
lost by Subchapter S election, 107 
JAccount75, May59, 1p 
Practitioners at hearing object to pro- 
posed regulation barring election to 
liquidating corporation; royalties issue 
raised, 11JTAX13, July59, 2pp 
Proposals for changes in Subchapter S 
made by ABA Taxation Section part- 
nership committee analyzed, Ki 
R J, 11JTAX194, Oct59, 3pp 
formation 
Problems in choosing structure; practi- 
cal, thoughtful, comprehensive; cita- 
tions to cases and a , Helleratein 
J R TulTaxInst416, 1958, 32pp 
liquidations 
IRS refusal to rule on some 337 ques- 
tions makes advance as > to 
— delay vital; suggestions on 
oy Lanahan 8, ITAX 
136, Sep59, lp 
21% stockholder can’t acquire 80% and 
have stepped up basis on liquidation; 
some suggestions for avoiding prohi- 
bition, Mandell H M, 29NYCPA391, 
May59. Ip 
P 
Advisory group proposals on taxation 
of preferred stock dividends analyzed, 
criticized, Leist C D, 11JTAX70, 
Aust? 2pp 


—s Group proposes to restrict 
spin-off by applying a per cent-of- 
total-value test: criticized as imprac- 
tical, 11JTAX136, Sep59, 3pp 

Criteria used by AICPA Buuetin 48 for 
distinguishing between a business 
combination which is a pooling of 
interest and one which is a purchase 
are here compared with tests in the 
Code permitting carryover of loss and 
other benefits, Rennie Jr. J G, 12Va 
Account 16, Spr59, 8pp 

Hazards in assumption of liabilities in 
formation or reorganization of a cor- 
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poration, Kahn G J, 11JTAX275, Nov 
59, 3pp 

Memo that election of cash in lieu of 
stock may make merger taxable, 107 
JAaccount 77, May59, lp 

Proposals for changes in definition of 
reorganization in Subchapter C made 
by the Advisory Group analyzed; pro- 
posed changes in boot rules and vot- 
ing stock requirements approved as 
practical. Leading cases and rationale 
for present provisions meticulously 
reviewed, Greene E J, 14TaxLR155, 
Jan59, 47pp 

Tax Court criticized for decision in 
Turnbow that boot may be received 
and yet the transaction may qualify 
as a reorganization, 11JTAX138, Sep 


69, 3pp 

Section 1244 stock 
‘ax aspects are included in a survey 
of the legal, economic and operating 
problems of Small Business Invest- 
ment Companies, 47CalLR144, Mar 
59, 26pp 

thin 


Meticulous analysis of the development 
of the doctrine and shift from em- 
phasis on ratios (tables of ratios ap- 
proved and disapproved included) to 
current reliance on intent. Subchap- 
ter S and Section 1244 seen as end- 
ing some but not all thinness prob- 
lems. Concludes with advice on how 
to avoid thinness trouble, Caplin M, 
NYU17thInst. p771, 56pp 

DEDUCTIONS & EXPENSES—BOOKS 

How T'o Handle Travel and Entertain- 
ment Expenses to Assure Tax De- 
ductions, The Journal of Taxation, 
(New York, 1958), Chop. $2.00. Prac- 
titioner’s Guide No. 

Wriggens, J C & Fos Bil G B, Repairs 
vs. Capital Expenditures, The Ronald 
Press Co. (New York, 1958), 144pp, 
$10 ($8.50 on subscription) (Tax 
Practitioners’ Library). Features 
charts of fact situations and findings 

DEDUCTIONS G&G EXPENSES—ARTICLES 


Allowance of costs of formation, 
organization and _ liquidation 
corporation; changes in the law 
traced, leading cases analyzed; ex- 
tensively footnoted, Weissman M L, 
53NWULR681, Jan-Feb59, 43pp 

clothing 

Oregon lists types of clothing deductible 
(its rules are similar to Federal), 
11JTAX89, Aug59, 2pp 

education 

Expenses of education to improve skills, 
allowable under new regulations, dis- 
cussed; Tax Court seen as liberal inter- 
pretation, Hagendorf S, 11JTAX226, 
Oct59, 3pp 

meals, lodging & moving 

British inland revenue tightens up on 
luncheon vouchers, a hitherto-untaxed 
fringe benefit, 11JTAX90, Aug59, 1p 

Rule of Boykin that lodging furnished 
for convenience of the employer is 
excludable though compensatory seen 
as in accord with Code though equity 
is questionable, 33StJLR408, May59, 


re- 
of a 


nonbusiness 

Allowable expenses for conservation of 
property compared with capital ex- 
penditures. Some typical cases an- 
alyzed, 13WyoLJ149, Winter59, 7pp 

Law, Regulations and recent cases an- 
alyzed, defense-of-title doctrine criti- 
cized, Dohan D H W, NYU17thInst. 
p579, 28pp 

travel and entertainment 

Disallowance by the Tax Court of meals 
on business trip of less than a day 
criticized as contrary to the statute, 
Oelbaum H, 11JTAX87, Aug59, 2pp 

IRS reminds taxpayers that credit card 
charges paid by employer are con- 
sidered reimbursements to employee, 
11JTAX228, Oct59, 2pp 

Lumberjack allowed cost of daily auto 
trip to logging area; Crowther case 
discussed, 11JTAX232, Oct59, 2pp 

DEPRECIATION—BOOKS 


Brown, E C, Effects of Taxation: De- 
preciation Adjustments for Price 
Changes, Harvard (Cambridge, 1952), 
16lpp 

DEPRECIATION—ARTICLES 


Congressional intent on useful life and 
salvage value examined (written be- 
fore CA-3 decision on Hertz case), 
53NWULR750, Jan-Feb59, 15pp 

IRS seen as winning attack on capital 
gain on sales of depreciable assets by 
new salvage and useful life rules and 
by redetermining salvage in year of 
sale, Macrae E W, 11JTAX262, Nov 
59, 2pp 


Taxation * December 1959 


Reversal of Hertz decision by CA-3 re- 
ported, 11JTAX146, Sep59, 2pp 


ESTATES AND GIFTS—BOOKS 


Barton W E, Estate Planning Under 
the 1954 Code, $20.00. 

Beveridge J W, Beveridge Law of Fed- 
eral Estate and Gift Taxation, Cal- 
laghan & Co., (Chicago, 1956-58) 
1544pp, $60.00 

Federal Estate and Gift Taxes Ezx- 
plained, Commerce Clearing House, 
$3.00, 288pp. Reflects 1958 amend- 
ments 

Harris, H I, Handling Federal Estate 
Taxes including Gift Taxes. The 
author of the standard manual, 
Estates Practice Guide, has prepared 
this volume for the general practi- 
tioner, Matthew Bender & Co., (New 
York, 1959) 1 vol., 2200pp, $25.00. 

Lasser Institute J K, How to Save 
Estate and Gift Taxes, American 
Research ngs a Inc., $5. 

Lasser Institute J K, 53 ‘New Plans For 
Saving Estate and. Gift Taxes, Ameri- 
can Research Council, Inc. (Larch- 
mont, N. Y.) $5.95. 

Lasser Institute J K, Estate Tax Tech- 
niques, Matthew Bender & Co., (New 
York) 1 vol., supplemented, (loose- 
leaf) $27.50. Written by 46 authors. 

Lowndes & Kramer, Federal Fatate and 
Gift Taxes, Prentice-Hall, (Englewood 
Cliffs) 

Michaelson A M, Income Tazation of 
Estates and Trusts, Practicing Law 
Institute (New York, 1959) 86pp, $2 

Spinney W R, Estate Planning—Quick 
Reference Outline, 6th Edition, 1958, 
Commerce Clearing House, (Chicago, 
1958) 96pp, $1.50 (paper cover) 

Spinney R, Estate Planning, Quick Ref- 
erence Outline, 6th Edition, 1959, 
Commerce Clearing House, $1.50, 96pp 

Wormser R A, ormser’s Guide to 
Estate Planning, Prentice-Hall Inc., 
(Englewood Cliffs, N.J., 1958) 167pp, 
$4.95. Written for the client. 


ESTATES—ARTICLES 


administration 

Developments within the past ten 
years on the marital deduction; cases, 
rulings, books, and articles cited, 
Bernstein A B, NYU17thInst, p1141, 
16pp 

Electing the alternate valuation date 
brings problems of includible assets, 
their basis, income in the interim; 
effect on legacies, Price J W, $rd, 
NYUI17thInst, p1345, 22pp 

Foreign real estate in estate results 
in unusual allocation of funeral and 
administrative expenses and indebted- 
ness, Mandell H M, 11JTAX312, Nov 
59, Ip 

planning 

Advantages and disadvantages of pe- 
ecuniary vs. fractional marital legacies; 
specimen clauses; examples in figures, 
McGorry W, 98Tr&Est422, May59, 6pp 

Disposition of business interests: sole 
proprietorship, partnership, stock in 
closely held corporation. Advantages 
of buy-sell agreements and use of in- 
surance to fund. Choice of entity or 
cross purchase plans in the light of 
the recent tax cases and changes in 
the Code, Pennish J S, 11JTAX270, 
Nov59, 6pp 

Example of how a simple everything-to- 
my-wife will is improved by consid- 
eration of tax effect and planning to 
meet it, Kay D G, 11JTAX173, Sep 
59, 2pp 

Terminable interest rule being inter- 
preted by the courts in terms of local 
property law, has failed to bring uni- 
form application of the marital de- 
duction. Recert cases analyzed, 107 
UPennLR1176, Jun59, 15pp 


EXCESS PROFITS TAX—BOOKS 
Seidman, Seidman’s Legislative History 
of Excess Profits Tax Lawa: 1946-1917, 
Prentice-Hall, (Englewood Cliffs) 
EXCISE TAXES 


Excise tax because of 
illogical 


practice 


differentials 
warranties criticized as 
policy. Warranties are in 
offered in lieu of additional expen- 
sive inspection during manufacture, 
72HarvLR1182, Apr59, 5pp 


EXEMPT ORGANIZATIONS—BOOKS 


Doctors’ Offices in Hospital-Financed 
Buildings, Foundation for Manage- 


ment Research, Inc. (Chicago, 1958), 
40pp. Warning that such offices create 
dissension among doctors, antagonize 
possible contributors and 
tax exemptiens 


endanger 


EXEMPT ORGANIZATIONS—ARTICLES 


How sale of a business to a charitable 
foundation provides larger after-tax 
return than other disposition. Con- 
sideration of possibility of Treasury 
success of attacking plan, 44Cornell 
LQ433, Spr59, 7pp 

contributions 

Gifts during life of other than cash; 
property vs. nondeductible free grant 
of use; income for term of years; gift 
of remainder; income being reserved; 
annuity; bargain sale; gift subject to 
mortgage; life insurance; preferred 
stock (including Section 306 stock). 
Typical transactions described and 
tax problems involved discussed, Cut- 
ler A R, NYU17thInst, p1117, 24pp 


FARMERS—BOOKS 


Halstead H M, Federal Income Taxation 
of Farmers, Committee on Continuing 
Legal Education, (Philadelphia, 1956) 
129pp, $3.00 


FARMERS—ARTICLES 


Economists compare farm production 
statistics with tax statistics and con- 
clude most farm income is reported 
for tax, Stocker F D & Ellickson J 
C, 12NatTaxJ116, Jun59, 12pp 

Ruling that crops and livestock are not 
income in respect of cash basis farmer 
decedent approved; should apply to ac- 
crual basis farmer; equity would re- 
quire disallowance of costs for raised 
livestock, 37TexasLR350, 'Feb59, 5pp 

Tax probl to be ed in de- 
ciding whether to incorporate a fam- 
ily farm, in transferring the assets 
and in choosing the chapital struc- 
ture, 53MinnLR782, Mar59, 42pp 

Treasury seeks new legislation to tax 
patronage dividends by cooperatives, 
Farrell E J, 11JTAX218, Oct59, 2pp 


FOREIGN—BOOKS 


Diamond W H, Foreign Taz and Trade 
Briefs, Matthew Bender & Co., (New 
York) 1 vol., (loose-leaf) $50, in- 
cludes service for one year. The tax 
structure of 71 countries. 

Foreign Investment and Tazation, In- 





ternational Program in Taxation, 
a University, (Cambridge), 
7.50. 


Friedmann W G & Pugh R C, Legal 
Aspects of Foreign Investment, taxes 
on profits and dividends, Little, 
Brown & Co. 812pp, $20.00. 

International T'ax Agreements, Vol. VII, 
Columbia University Press, (New 
York, 1958) 384pp, $2.50, Classified 
chronological listing 

Rado A R, & Uckmar V, The Tax Con- 
ventions Between the United States 
and Italy, International Bureau of Fis- 
cal Documentation, (Amsterdam, 
1958), 104pp., $2.50. U.S. lawyer ex- 
plains application to U.S. tax law; 
— lawyer, application to Italian 
law. 

Tax Factors in Basing International 
Business Abroad, International Pro- 
gram in Taxation, Harvard Univer- 
sity (Cambridge), $5.00 


FOREIGN—ARTICLES 


business 

How the provisions of the Boggs Bill, 
as revised by the Ways and Means 
Committee, affect current planning 
for foreign operations, by Seghers P 
D, 11TAX244, Oct59, 4pp 

income 

Chief of IRS pension Trust Branch ex- 
plains taxation of distributions to 
foreign service employees, Goodman 
I 11JTAX30, July59, 5pp 

New reporting requirements on ‘income 
earned abroad by citizens; explanation 
of U.S. and Canadian tax on 
citizen working in Canada. Koerner 

R, 7CanTaxJ43, Jan-Feb59, 4pp, 11 

JTAX186, Sep59, 3pp 

taxes 

Income and estate tax conventions be- 
tween the U.S. and Italy analyzed, 
Rado A R, 14TaxLR203, Jan59, 21pp 

Western Hemisphere Trading Corp 

Comparison with branch and subsidiary 
operation; current problems in nar- 
row Treasury interpretations, Craw- 
ford W W NYU lI17TthInst, p39, 22pp 


FRAUD—BOOKS 


Balter, H G, Tax Fraud: What the 
Practitioner Needs to Know to Pro- 
tect His Client, The Journal of Taxa- 
tion, (New York, 1957) 96pp, $2.00. 
Articles originally published in The 
sage i. Taxation, ‘Practitioners’ 
Guide N: si 

Balter, Froud ‘Under Federal Tax Law, 


Second Edition, 1 Conn 
ing House, $7. 50, 7 


aetiicemen 

Banks’ reports of currency hae 
help IRS trace evaders; sum ; 
reporting rules, 11JTAX237, 


lpp 
Constitutional issues in search and sei 
ure as raised in tax cases; eo 


by agents, concealment of p 
agents, Avakian S NYUltthinst 
p531, 18pp 


Counsel for taxpayer describes how h 
defeated IRS claim that act after fi] 
ing allegedly false return was sep 
arate offense starting new limitation 
period, Crowley G D, 11JTAX30% 
Nov59, 

Crucial importance of having an ac 
countant assist in defense of frau 
case, especially one based on ne 
worth; criticism of courts as ignorin: 
the necessity for accounting help ig 
their narrow privilege —— — 
cussion of non-tax 
Bender L NYU! "thinst, “pot, ey 

Disallowance of the costs of defens 
against criminal fraud charges ca 
bring huge financial costs to the co 
victed evader; policy questioned, Ba 
ter H G, 11JTAX165, Sep59, 4pp 


GIFT TAX 


Economist estimates the revenue yiel 
of a cumulative lifetime transfer ta 
in lieu of separate estate and gif 
taxes, Bowen J C, 12NatTaxJ54, Ma 
59, l4pp 

Insurance on father, taken out b 
mother with child as beneficiary is 
taxable gift to child of proceeds 


maturity, Thurston T G, 107J Accoun 


75, May59, 1p 

Powers in a trust that may bring u 
forseen tax cost: a warning to thi 
draftsman of pitfalls in ordinar 
trust provisions, Curtis J, NYU1 
Inst, p1267, 23pp 


INCOME—BOOKS 


Lindsay D A & Burford S F, Items o 
Gross Income, Practicing Law Insti 
tute (New York 1958) 72pp $2.00. A 
exposition of the law, footnoted 
Code, regulations, cases; covers e 
clusions, and income given special ta 
treatment. 


INCOME—ARTICLES 


Discharges of indebtedness at a dis 
count; exceptions to the general rul 
that it is income; when to elect to re 


duce basis, Stuetzer H Jr. NYUL7t# 


Inst, p229, 12pp 

Review of cases on taxability of e 
bezzled funds, 
59, 5pp 

Treasury asks Congress to change lav 
to permit taxfree exchange of Go 
ernment bonds for new issue in re 
financing, 11JTAX163, Sep59, Ip 


INSURANCE—BOOKS 


How Federal Taxes Affect Life I 
surance and Annuities, Commerce 
Clearing House, Inc., (Chicago, 1958 
96pp, $1.50 


INSURANCE—ARTICLES 


Attack by IRS on minimum-deposit inj 
surance plans —— as ignorin 
economic realities insurance 
Simon S C, 1iJTTAX202, Oct59, 3pp 

Short summary of Life Insurance Co’ 
pany Income Tax Act of 1959, 11JTA 
148, Sep59, Ip 


INTERNAL REVENUE SERVICE 


Assistant Commissioner  (Inspectiot 
explains the internal audit and i 
ternal security functions of the I 


spection Service, Trainor H J NY@ 


17thInst, p495, 16pp 

Chicago district to try new informa 
conference procedure for comple 
cases, 11JTAX295, Nov59, 2pp 

Conference procedure criticized beeaus 
it does not require IRS to state fact 
and law on which decisions are mad 
Dobrzensky M W, 11JTAX296, N 
59, 3pp 

CPA says that higher entrance stand 
ards for agents and better training 
making them more formidable oppo 
ents and that settlement at lower le 
els in the department is therefore be 
ee. — difficult, 11JTAX23 
Oct59, 

sinneenie” - processing machind 
— used by IRS; possible futu 

as seen by IRS systems mary 

113TAX157, Sep59, 2pp 

Office of IRS Chief Counsel becom 
Presidential appointment; longer te 
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. and higher-grade staff expected, 
JTAX295, Nov59, Ip 


ENTORY—BOOKS 

ers J K, Effects of Taxation: In- 
tory Accounting and Policies, Har- 
d (Cambridge, 1949), 330pp 


ENTORY-ARTICLES 


comment on implications of Tax 
burt decision in Klein case on dollar- 
jue LIFO inventory, DeLeoleos N 
11JTAX147, Sep59, 2 pp | 

Court outlawing of single-pool 
IFO inventories seen as victory for 
rrow interpretations of the law, 
hich will seriously limit the benefit 
LIFO as a protection against in- 
htion, DeLeoleos N T, 11JTAX258, 
ov59, Spp 


T RETURNS 

t and several liability for tax, defi- 
encies and penalties seen as unjust in 
ght of wife’s separate financial status 
der state law, Ritz W J, 14TaxLR 
87, Mar59, 12pp 


SES 

yback G carryover 

islative history and current cases, 
inton S C, 11JTAX76, Aug59, 4pp 
alty 

tlysis of recent cases and rulings, 
icDowell A J, NYU17thInst, p.627, 
BPP 

GAS AND MINERALS—BOOKS 
eding & Burton, Taxation of Oil and 
as income, Prentice-Hall, (Engle- 
ood Cliffs). 

ke L E, Federal Taxation of Oil and 
as Transactions, Matthew Bender & 
p., $25.00 

er G, Oil and Gas Federal Income 
axation, Third Edition, 1957, Com- 
erce Clearing House, $10.50, 352pp 


GAS AND MINERALS—ARTICLES 


rregation problems for oil and gas 
nd definition of “the property” 
nder the 1939 and 1954 Codes and 
fect of the 1958 law, 13SwLJ216, 
pr59, 17pp 

loria opinion analyzed; seen as shift- 
'g depletion allowance from plant 
erator to field owner, but not 
swering the question where does 
banufacturing begin, Simon S C, 11 
(TAX176, Sep59, 3pp 

sibility that depletion on an advance 
pnus may be elective seen in language 
f cases, 80&GTaxQ153, Apr59, 6pp 
of of worthlessness required for de- 
action of bonus on expired lease when 
ssee had obtained control of lessor, 
D&GTaxQ149, Aprb59, Ip 

of interest in lease, following gift of 
ractional royalty, qualifies for capital 
ain, 80&GTaxQ150, Apr59, 2pp 

ling in Texas tax seen in shifting oil 
ayment properties to corporations 
itside Texas, 80&GTaxQ151, Apr59, 
pp 

k treatment of a tract continguous to 
roducing well, purchased to secure 
ight to produce additional oil, 80&G 
laxQ137, Apr59, 3pp 

en a gas producer refunds an over- 
harge, he is probably required to re- 
ace deduction for refund by depletion 
reviously taken, 80&GTaxQ140, Apr 
9, 2pp 
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RTNERSHIPS—BOOKS 

msohn A J B, Partnerships, Prac- 
icing Law Institute, (New York, Re- 
ised to October 1958) 108 pp, $2.00. 
lis, Handbook of Partnership Tazxa- 
on, Prentice-Hall, (Englewood Cliffs, 
957) 585pp, $15.00. The author was 
hairman of the advisory group on 
ubchapter K (partnerships) ap- 
ointed by the House Ways and 
leans Subcommittee on Internal Rev- 
aue Taxation. 


TNERS G PARTNERSHIPS— 
IRTICLES 


sciations taxable as corporations; 
der cases analyzed and found no 
nger fully authoritative; recent cases 
id rulings discussed and four cri- 
ria seen as controlling; associates, 
rofit motive, centralized manage- 
ent, and continuity, Driscoll J P, 
YU17th Inst, p1067, 30pp 
bmmendations for changes by part- 
trship committee of American Bar 
ssociation, Section of Taxation: ex- 
ined, compared with Advisory 
roup proposals, 11JTAX290, Nov59, 
»p 

elman case, holding that estate 
cludes post death earnings of part- 























nership payable to deceased partner, 
approved though attempt to distin- 
guish Bull (which is seen as wrong) 
appears to be erroneous, 72 HarvLR 
1174, Apr59, 4pp 


PATENTS 


How a corporation can achieve capital 
gain on licensing agreements; tax and 
other problems in foreign licensing, 
current IRS rulings policy and possi- 
bility of legislation, Slowinski W A & 
Creed J F, 11TaxExec270, Apr59, 19pp 

Saving tax by splitting or deferring 
ordinary income from patents and 
copyrights, Dwan R H, 45ABAJ513, 
May59, 2pp 


PAYROLL—BOOKS 


Payroll Taxes, Federal-State-Local. A 
guide for payroll departments. Phar- 
maceutical Manuf. Assoc., 1411 K 
St., N.W., Washington 5, D. C. 148 
pp, $5.00. 


PENSION AND PROFIT-SHARING 
PLANS—BOOKS 

Gordon G B, Profit Sharing in Business 
and Estate Planning. A study of 
profit-sharing from the viewpoint of 
employer and employee, covering 
benefits, kinds of plans, financial, 
legal and tax problems. Farnsworth 
Publishing Co., Inc. $3.50. 

Rice L L, Basie Pension and Profit- 
Sharing Plans, Committee on Con- 
tinuing Legal Education (Philadel- 
phia, 1957) 148pp, $3.00 


PENSION & PROFIT SHARING PLANS— 
ARTICLES 


Cumulative Index to Current 


Before the Internal Revenue Service, 
Committee on Continuing Legal Edu- 
cation, (Philadelphia, 1957) 205pp, 


Lore M M, How To Win A Taz Case, 
Prentice-Hall, (Englewood Cliffs) 

Keir L E, The Preparation and Trial of 
Cases in the Tax Court of the United 
States, Committee on the Continuing 
ta Education, (Philadelphia, 


PROCEDURE—ARTICLES 


Insistence by IRS that requests for rul- 
ings be properly prepared will mean 
quicker replies on acceptable applica- 
tions; similarly ending Chief Counsel's 
review of published rulings should 
speed action, 11JTAX156, Sep59, 2pp 


REAL ESTATE—BOOKS 


Anderson P E, Taz Planning of Real 
Estate, Committee on Continuing Le- 
gal Education, (Philadelphia, 1957) 

Apportionment and Allocation of Corpo- 
rate Net Income for State Taxes, 
Controllership Foundation, Inc., (New 
York, 1959) $1.50. 

Appraisal and Assessment of Shopping 
Centers, National Association of As- 
sessing Officers (Chicago), 47pp $3.00. 
Articles on the appraisal and assess- 
ment of modern shopping centers. 

Assessment of Household Furnishings, 
1953. National Association of Assess- 
ing Officers (Chicago). 28pp, $3.00. 

nt rgani: and Person- 
nel, 1941, National Association of 

Assessing Officers (Chicago) 429pp. 

$7.00. Description and analysis of the 

powers and duties of local and state 


tion 








Detailed consideration of the probl 
that arise upon the reorganization of 
a firm having a pension plan. Mer- 
gers when one or both have plans, 
Robbins F J, NYU17thInst, p951, 


42pp 

Ruling that provision for valuation 
change to accept Treasury figure 
destroys qualification criticized as 
illogical and unjustified, Springer S G, 
11JTAX214, Oct59, 2pp o 


PERSONAL—BOOKS 


Casey W J, Mutual Funds and How to 
Use Them, Institute for Business 
Planning, Inc. (New York, 1958), 
215pp, $12.50, Emphasis on family 
and small-corporation financial and 
tax planning 

Vernon W, Vernon LM, & Keebler S E, 
Federal Income Tazation of Individ- 
uals, Committee on Continuing Legal 
Education, (Philadelphia, 1955) 150 
pp, $2.50 

Everyday Taz Planning to Increase the 
Family’s Spendable Income, The Jour- 
nal of Taxation, (New York, 1956) 
144p, $2.95. Practitioner’s Guide No. 


Taz Angles for Homeowners, Commerce 
= House, (Chicago, 1957) 64pp, 


PERSONALITIES 


Review of the tax decisions of Judge 
Calvert Magruder, Brown Ernest J., 
72HarLR1225, May59, 25pp 


POLICY—BOOKS 


Blough, The Federal Taxing T’rocesa, 
Prentice-Hall, Englewood Cliffs 

Lent, G E, A Tax Program for Small 
Business, The Amos Tuck School of 
Business Administration, (Hanover, 
1958) 28pp, (bulletin. -free) 


POLICY—ARTICLES 


Canadian lawyer, Canadian accountant 
and U. S. law professor discuss the 
problem of tax cheating, Blum W J, 
Macdonald W J, Newman W C. Can 
TaxJ295, Conf1958, 29pp. Professor 
Blum’s talk also appeared at 8Uof 
ChiLSRec4, Autumn58, 7pp and 10 
JTAX300, May59, 3pp 

CPA urges drastic revision ending 
lower taxes on capital gain to make 
system simpler and to achieve public 

. acceptance, Bachrach M, 11JTAX102, 
Aug59, 2pp 

Economist discusses some fallacies in 
common statistics of taxes and debt 
per capita, Hall J K, 12NatTaxJ69, 
Mar59, 5pp 

With tongue in cheek the author discuss- 
es the Detroit influence on tax policy— 
annual models, heavier and heavier; 
optional equipment, growing expense 
to operate; etc. You'll chuckle over this 
sa Blum W J, 37Taxes379, May59, 
pp 


PROCEDURE—BOOKS 
Goodrich E J & Redman L, Procedure 


t agencies and the person- 
nel policies followed in staffing such 


Tax Literature «+ 


385 


of real property; avoiding dealer 
status, syndicates as partnerships or 
corperations electing under Subchap- 
ter S, Purvis H, 11JTAX143, Sep59, 


3pp 

Real estate man describes some taxfree 
exchanges of property which he ar- 
ranged Bernfeld H, 11JTAX220, Oct59, 


2pp 

Tax problem of developers; difficulty of 
achieving investor status; collapsibles; 
Subchapter 8S; Section 1244 stock. 
Informed and practical comment on 
ways to avoid these problems, Aron- 
sohn A J B, NYUl17thInst, p685, 
12pp 

Treasury drops opposition to exemption 
for real estate investment companies, 
11JTAX316, Nov59, 1p 


RETROACTIVITY 


Constitutional limits and due process in 
income and estate tax cases consid- 
ered, Novick A S, Petersberger R I, 37 
Taxes407, May59, 26pp 


SALES TAX—BOOKS 


Due J F, Sales Taxation, The Univer- 
sity of Illinois Press, (Urbana, 1957,) 
396pp. $5.75. US, European, British 
Commonwealth sales taxes described; 
policy and administrative problems 
analyzed. 


SELF-EMPLOYED RETIREMENT 

Analysis of HR 10, Self-Employed In- 
dividuals Retirement Act as passed by 
the House in 1959, Pelino J W, 63 
DickLR335, Jun59, 9pp 

Treasury opposition may defeat pro- 
posal for pensions for the self-em- 
ployed; arguments as presented by 





agencies, together with r nda 
tions. 

Assessment Principles, Revised edition, 
1939. National Association of Assess- 
ing Officers (Chicago) 106pp, $3.00. 
80 fundamental requisites to success- 
ful practice, as officially adopted by 
the Association. 

Assessment Study Guide, Revised edition 
1955, National Association of Assess- 
ing Officers (Chicago) 52pp. $2.00. 
A bibliography of generally available 
material covering important phases of 
the assessment function. 


Assessment Terminology, Revised edi- 
tion, 1956, National Association of 
Assessing Officers (Chicago) 42pp, 


$2.00. A glossary of over 500 terms 
commonly used by assessing officers. 
Construction and Use of Tax Maps 1957, 


National Association of Assessing 
Officers (Chicago) 5lpp, $2.00. A 
practical manual for assessors on the 
preparation, maintenance, use and 


cost of tax maps. 

Depreciation of Buildings for Asseas- 
ment Purposes, 1943, National As- 
sociation of Assessing Officers (Chi- 
cago) 66pp, $3.00. A description and 
analysis of the techniques used by 
practicing assessors. 

Exemption and Preferential Taxation 
of Factories, 1951, National Associa- 
tion or Assessing Officers (Chicago) 
19pp, $2.00. 

Interstate Income Law, Contents in- 
clude text of the law, discussion of 
leading Supreme Court decisions, 
state-by-state analysis of the situa- 
tion in states currently in position to 
tax interstate business. Prices: 50-99, 
$.70 ea. 

Progress in Assessment Administration 
—A Case Study, 1955. National As- 
sociation of Assessing Officers (Chi- 
cago). 19pp, $2.00. A description of 
Kentucky’s program of state as- 
sistance. 

Real Estate Transactions, Second Edi- 
tion, 1959, Commerce Clearing House, 
$1.50, 96pp 

The Assessment of Leased Equipment, 
Valuation principles and methods, re- 
cent decisions analyzed; forms used 
in various jurisdictions. National 
notes of Assessing Officers, Chicago 
37, Ill. 


REAL ESTATE—ARTICLES 


Circumstances under which construc- 
tion by a lessee may be taxed as rent 
to the lessor; cases considered; sug- 
gestions on drafting agreements, 
Schlesinger N E, NYU17thInst. p 
697, 8pp 

Limited partnership seen as best form 
for real estate syndicate. Other papers 
in this issue of Prac Law deal with 
operating, business, regulatory prob- 
lems of the syndicate, Janin H, 5Prac 
Law60, Mar59, 5pp 

Planning for the subdivision and sale 


David Lindsay to Senate Finance 
Cc ittee, 1LJTAX169, Sep59, 2pp 


STATE AND LOCAL—BOOKS 


Morton W A, Housing Tazation, The 
University of Wisconsin Press, (Madi- 
son, 1958) 280pp, $4.75. 

Stuetzer, H. Jr., M: husetts T ti 
of Corporations, Little, Brown & Co., 
(Boston, 1956) 125pp, $3.25. By a 
practicing accountant, partner in Ly- 
brand, Ross Bros. & Montgomery. 


STATE AND LOCAL TAXES—ARTICLES 


Baltimore Ad tax unconstitutionality 
questioned; brief comment sees some 
ground for criticism, 59CoILR59, Feb 
59, 4pp 

Compliance costs exceed 1% of taxes 
paid, national survey shows, 11JTAX 
2438, Oct59, Ip 

Explaining a new index to measure 
relative tax burden; it is a combina- 
tion of taxes per capita and taxes as 
a per cent of income, Frank H J, 12 
NatTaxJ179, Jun59, 7pp 

New York state tax legislation in 1959 
summarized, Petite A C, 3INYSBB- 
182, June59, 10pp 

income taxes 

Insurance agents not liable for New 
York unincorporated business tax, 11 
JTAX185, Sep59, Ip 

New York State problems in withhold- 
ing and estimates, Eidenberg N, 29 
NYCPA370, May59, Ip 

inheritance 

Illinois, Michigan and Ohio compared 
in treatment of joint interests, con- 
tingent remainders, powers of ap- 
pointment, life insurance proceeds, 57 
MichLR864, Apr59, 21lpp 

interstate commerce 

More comprehensive Federal legislation 
needed to solve problems in state 
taxation of interstate commerce to 
which the courts have been unable to 
find equitable solutions. Leading cases 
reviewed, Mickey P F and Mickum 
G B, 11JTAX281, Nov59, 3pp 

New Federal limitation on state taxa- 
tion of interstate commerce seen as 
vague and inequitable; change fore- 
seen, 11JTAX279, Nov59, 3pp 

New law prevents extension of state 
tax on interstate business; 11JTAX- 
241, Oct59, Ip 

Senate Small Busi Committee recom- 
mends temporary Federal law to pro- 
hibit state tax on income unless busi- 
ness has property or people in the 
state; would have commission to study 
problem and propose permanent law, 
11JTAX183, Sep’59, 3pp 

Stockhaim case restated, approved, 10 
MercerLR327, Spr59, 2pp 

Study of the factors that make a busi- 
ness unitary and therefore subject to 
state formulas for arnortionment of 
income, 11JTAX241, Oct59, Ip 

Taxation of firms with no property in 
the state seen as unjust; North- 
western States case discussed, Reck, 
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P A, 27Control215, May59, 4pp 

intergovernment immunity 

Adverse effects of recent cases outlined; 
proposals for legislation reviewed; 
need for change seen, VanCleve Jr. 
H R, 59WiscLR190, Mar59, 3lpp 

Analysis of leading cases on distinction 

tween privilege tax on contractor 

measured by Federal property, and tax 
directly on property, 36UDetLJ323, 
Feb59, 17pp 

Brief statement of a proposal to pro- 
vide a practical solution. Groves H 
M, 1959WiscLR167, Mar59, 4pp 

Current status of the law approved as 
practical and essentially fair, Pierce 
D L, 59WiscLR173, Mar59, 17pp 

property tax 

Danger of serious breakdown in local 
government finance foreseen in South 
due to inefficiency and inequity in 
the property tax administration. Aull 
G H, 12NatTaxJ86, Mar59, 7pp 

Economist summarizes personal prop- 
erty taxation in the United States 
and comments on principal problems. 
Addressed to accountants, Lynn Jr., 
A D, 29NYCPA350, May59, 6pp 

Fact that agricultural lands of low 
quality tend to change hands more 
often than that of high quality re- 
sults in distortion under usual equal- 
ization board policies. Bronder L D, 
12NatTaxJ74, Mar59, 5pp 

sales tax 

States extend sales tax to services 11 
JTAX112, Aug59, Ip 


SOCIAL SECURITY 


Definition of disability used by Social 
Security Administration being studied 


at Congressional hearings: recent 
eases reported, 11JTAX310, Nov59, 
2pp 


STOCK MARKET OPERATIONS 


Low-coupon Treasury issues selling at 
a discount provide opportunity for 
capital gain income; other tax ad- 
vantages in Treasurys, Spencer M M, 
11JTAX284, Nov59, 3pp 


TAX COURT 


Former trial attorney for chief counsel 
discusses post-trial settlement and 
motion procedure, Whitman J I NYU 
17thInst, p135, 12pp 


TAX PRACTICE—BOOKS 


Boughner J L, Tax Planning & Fee 
Setting for Profitable Law Practice, 
The Journal of Taxation, (New York, 
1958) 110pp, $8.00. Looseleaf, in- 
cludes periodic revisions. 

Isaacson B B, Guides to Successful Ac- 
counting Practice, American Institute 
of Certified Public Accountants, (New 
York, 1959), $3.50, 162pp. A compila- 
tion of notes and comments that ap- 
peared in the Practitioners Forum de- 
partment of the Journal of Accoun- 
tancy. Oae chapter is devoted to tax 
practice, and much of the comment 
throughout the book, though directed 
to accountants, might be read with 
profit by lawyers. Covers office proce- 
dures, relation with clients and staff, 
fees and billing, etc. 


TAX PRACTICE—ARTICLES 


Co-chairman of National Conference of 
Lawyers and CPAs discusses proposed 
code of conduct that would limit dual 
practice and announcement of dual 
qualifications, Jameson W J, 36UDet 
LJ440, Apr59, 17pp 

Connecticut court holds that banks are 
not unlawfully practicing law in pre- 
paring and defending tax returns for 
estates and trusts of which they are 
trustees, 11JTAX182, Sep59, Ip 

58% pass Treasury examination for 
special enrollment, 11JTAX313, Nov 
59, lp 

General description of the work and 
professional organizations of account- 
ants, written for lawyers and empha- 
sizing contacts with lawyers, particu- 
larly in tax matters, Jénnings A R, 
36UDetLJ399, Apr59, llpp 

Lawyer-CPAs practicing both profes- 
sions often do poor audit work, 
Puerto Rican lawyer says, Moreno R 
G, 11JTAX182, Sep59, Ip 

NY court holds that lawyer had lien 
paramount to Federal government’s 
and was entitled to percentage-of- 
award fee from tax-delinquent client 
who obtained judgment in the litiga- 
tion handled by the lawyer, Simon K, 
Mintz C, 17BB29, May-June59, 2pp 

Proposal to ban dual practice by the 
lawyer-CPA seen as unfair and illogi- 
cal, Wilson J R, 36UDetLJ464, Apr 
59, 26pp 
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Relationship of lawyers dnd account- 
ants, as individuals and through pro- 
fessional societies, reviewed. Tax 
problems covered, Queenan J W, 36 
UDetLJ422, Apr59, 18pp 

Review of the controversy between law- 
yers and accountants over tax prac- 
tice, thoroughly footnoted to the cases 
and the literature, Atkins R R, 36 
UDetLJ464, Apr59, 26pp 

Specialization means higher income; 

A control asked, Sammond F, 11 
JTAX312, Nov59, lp 

Successful negotiations depends on 
awareness of agent’s duties and obli- 
gations, IRS policy and duties of the 
enrolled person. Comments on how 
to negotiate, Freeman H A and Free- 
man N D, 11JTAX93, Aug59, 3pp 

Tax problems an auditor should consider 
as he goes through his program. Com- 
ments and questions arranged in the 
same orders as typical audit program, 
Fletcher W H, 4NatPA2, Apr59, 4pp 
oe I) 4NatPa4, May59, 4pp, Part 


Text of point statement by NY State 
Bar and NY CPA Society at forma- 
tion of committee to investigate vio- 
lations of National Conference state- 
ment on proper tax practice for each 
profession, 10JTAX186, Mar59, 2pp; 
also printed in 29NYCPA95, Feb59, 
5pp and 31INYSBB52, Feb59, 5pp 

corporate tax dept. 

Management consultant discusses the 
kind of corporate tax department that 
merits separation as special function 
and the kind of tax manager needed to 
run it, Purvis D, 11TaxExecl18, Oct 
58, Tpp; similarly, 11JTAX235, Oct59, 
lp 


TIMBER—BOOKS 

Falk. Jr.. H W, Timber and Forest 
Products Law, Howell-North Books. 
Berkeley, Calif., 1958). Price, $7.50. 


TIMBER 


Law and Regulations applicable to 
capital gains from timber explained, 
13ArkLR40, Winter58-59, llpp 


TRUSTS—BOOKS 


Kennedy L W, Federal Income Tazation 
of Trusts and Estates, Little, Brown 
& Co., (Boston, 1948) with 1953 sup- 
plement. 837pp. $20.00. This is the 
text on the subject; thorough, com- 
prehensive. 

Nossaman W L, Trust Administration 
and Taxation, Matthew Bender & Co., 
(New York) 2 vols., (loose-leaf) 
$42.50. 

Olson R L & Gradishar R L, Saving In- 
come Taxes by Short Term Trusts, 
Prentice-Hall, (Englewood Cliffs, 
1956) 203pp, $7.50. Exposition of 
Code; examples. 

Tweed H & Parsons W, Lifetime and 
Testamentary Estate Planning, Com- 
mittee on Continuing Legal Educa- 
tion, (Philadelphia, 1955) 


TRUSTS—ARTICLES 


Custodianship and support trusts for 
minors seen as less useful than ordin- 
ary trusts in view of Treasury in- 
flexible stand on taxation of income 
to parents. IRS position is doubtful 
and litigation is foreseen, Savage T 
D Jr, NYU17thInst, p1097, 20pp 

Inclusion of trust in grantor’s estate 
(State Street Trust case, Cushing 
estate) because of his wide powers as 
trustee criticized, but practitioners are 
warned that trustees should consider 
resigning, 11JTAX172, Sep59, 2pp 

Income estate and gift taxation of re- 
vocable trusts explained, Williams L 
and Heffernan J V, 11JTAX306, Nov 
59, 3pp 

Power to invade principal need in most 
long-term trusts; how to avoid tax 
disadvantages of such powers, Cavitch 
Z, 11JTAX113, Aug59, 2pp 

Role of state law in Federal tax deter- 
minations with special attention to 
legal requirements of support in trust 
income tax cases, 72HarLR1350, May 
59, 14pp 

Termination problems; when does trust 
terminate? Problems at death of in- 
come beneficiary; allocation of capital 
gains; loss carryovers; partial termi- 
nations, Glassmoyer 7 P, NYU17th 
Inst, p1227, 18pp 

Ways and Means Committee to make 
substantial changes in bill proposed 
by Advisory Group on Subchapter J 
(HR3041), 11JTAX251, Oct59, 1p 


UNEMPLOYMENT TAXES 


NY permits voluntary contributions by 
employers; example of saving in vol- 


untary payment, 11JTAX180, Sep59, 
lpp 


VALUATION 


Thoughtful comments on fundamental 
techniques; factors influencing courts; 
sees n for reasoned analysis in de- 
cisions rather than arbitrary findings, 
Gordon E L NYU17thInst, p73, 14pp 


CASES DISCUSSED 


Articles discussing extensively a tax 
case are indexed below. The first word 
in each item below is the name of the 
case, the second word the major sub- 
ject heading under which the article 
is indexed, the third word the minor 
heading, and the fourth word (italicized) 
is the first word of the index entry of 
the article containing the discussion. 


Abbott—corp, collapsible—taz 

Abell—s&]— Baltimore 

Alcoma—loss, casualty—analysis 

Altdorfer—acc—deferred 

Alprosa—losses, carryback—legislative 

American Dental—income—review 

Amherst—oil, gas & min—aggregation 

Associated Patentees—tax prac—counsel 

Auto Club of Mich.—acc, accr—analysis 

Baird—acc, reserves—criticiam 

Bankline—oil, gas & min—LaGloria 

Beacon Brass — fraud — misrepresenta- 
tion; counsel 

Beacon Publishing—acc, ac¢r—analysis 

Berkwitz—comp—Pittsburgh 

Black Mountain—oil, gas & min—aggre- 
gation 

Blumenthal—trusts—taz 

Bodkin—fraud—constitutional 

Boettinger—alimony—husband 

Bond—ins—attack 

Borg-Warner—s&l, intergov immunity— 
current; adverse 

Boykin—d&e, meals etc.—rule 

Breitfeller—corp, acc erngs tax—taz 

Brennen—procedure—ezxplanation 

British Motor Car—losses, carryback— 
legislative 

Brown Wood Preserving—timber—dis- 
cussion 

Bull—partner—Riegelman 

Cartan—oil, gas & min—taz 

Carter—farm—cases, immature 

Carpenter—farm—T reasury 

Casale—insurance—does 

Choate—oil, gas and mineral—taz 


Coastal Oil—losses, carryback—legisla- 
tive 
Cohn—deprec—no, salvage, Treasury, 


'S, Congressional 
Continental—s&l, intergov 
current; adverse 
Cowden—comp—oil 


immunity— 


- Crowther—ded & exp, the—lumberjack 


Cuba Railroad—inc—Teleservice 
Davis—oil, gas and min—when 
Detroit—s&l, intergov imm—analysis 
Detroit Edison—inc—Teleservice 
Detroit Park Shelton—real est—tax 
Donovan—losses, carryback—legislative 
Douglas—oil, gas & min—possibility 
Ducros—insurance—does 
Elia—farm—cases 
Elko Realty—losses, carryback—legisla- 
tive 
Emmons—insurance—Taz, attack 
ET&WNC Transportation—s&l, 
comm—apportionment 
Evans—depreciation—reversal, Treasury 


inter- 





aber—ali —h 
Fifth Ave. Coach—account, accrual— 
tax 


Fine & Sons—procedure—explanation 
Fisher—trusts—practical 
Fox—farming—immature 
Frost—farm—cases 
Gariepy—fraud—crucial 
General Motors—excise tax—excise 
Glover—acc, reserves—criticism 
Gooch Milling—procedure—ezplanction 
Goodstein—ins—attack 
Hancock—farming—immature 
Hansen—acc, reserves—criticism 
Harmon—oil, gas and min—when 
Hedberg-Friedheim — corp, acc 
tax—tax 
Heim—patents—saving 
Henshaw—oil, gas and min—when 
Hertz—depree — salvage, district, re- 
versal, Treasury, Congressional 
Himmelfarb—fraud—crucial 
Hopkins—fraud—disallowance 
Howard—corp, reorg—tazx 
Howell—oil, gas and min—mineral 
Hughes—oil, gas and min—tazx 
b i review 
Jefferson Lake Sulphur—oil, 
min—survey 
Kaiser—inc—unions 
Keystone Coal Co.—oil, gas and min— 
tax 


erngs 





gas and 













Klein—inventory—brief, tax 
Kolkey—exempt org—how 
Lipshitz—fraud—constitutional 
Long Poultry Farms—farm—Tregsy 
Marlor—dé&e, education—expenses 
Massey Motors—deprec—reversal 
McDonald—farming—immature 
Metropolitan Bldg—acc—IRS 
Mill Ridge—losses, carryback—legislative 
Moore—farming—immature 
Murray—s&l, intergov immunity—ad 
verse; current; analysis 
Muskegon—s&l, intergov imm—analysis 
Naylor—oil, gas and min—survey 
New Capital Hotel—acc, accrual—an 
alysis 
North American Oil—ace, accer—an 



















ysis 
Northwestern Cement—s&l, intercom 
—apportionment 
Northwestern States Portland Cement— 
s&l, interstate com—attorney; brief; 
Georgia 
Ohio Furnace—exempt org—how 
Osteen—dé&e, t&e—disallowance 
Patchen—acc, change of method—P¢ 
chen 
Pelton Steel—corp, acc erngs tax—taz 
Reece—patents—saving 
Riegelman—partner—Riegelman 
Ruoff—ded & exp, nonbusiness—law 
Rutkin—income—review 
Sclafani—fraud—counsel 
Schwartz—fraud—disallowance 
Sensenbrenner—trusts—practical 
Simpson—comp—payments 
Southwest Consolidated—corp, reorg— 
tax 
Spies—fraud—counsel 
State Street Trust—trusts—inclusion 
Stern—collect, trans liab—role wd 
Stockham Valves—sé&l, 
torney; brief; Georgia; apportionmen 
Summers—fraud—crucial 
Sunnen—patents—saving 
Teleservice—acc—analysis 
Trembley—oil, gas and min—survey 
Truschel—exempt org—how 
Turnbow—corp, reorg—taz 
Waters—dé&e, t&e—disallowance 
Watson—dé&e, education—ezpenses 
Weaver—corp, reorg—hazards 
Weil—alimony—JRS; husband 
Wilcox—income—review 
Winn—dé&e, t&e—disallowance 
Wodehouse—patents—saving 









CODE SECTIONS DISCUSSED 


Articles containing extensive discussio 
of Code sections are listed below. Th 
number is that of the section of the 
pe Code, references are as in cases 
above. 


37—inc—retirement 
41—acc, change of method—Patchen 
108—ince—discharges 
109—real est—circumstances 
119—d&e, meals etc.—rule 
145—fraud—counsel 
162—d&e, education—ezxpenses 
178—acc—code 
212—ded & exp, 
lowable 
248—d&e—costs 
263—d&e, nonbus—allowable 
301—corp, dividend—this 
3u3—redem—after 
805—corp, pref stock—advisory 
311—corp, div—this 
312—corp, div—this 
316—corp, dividend—this 
334—corp, liq—21% 
846—corp, reorg—advisory 
355—corp, reorg—advisory 
357—corp, reorg—hazards  ] 
361—corp, reorg—tazx 
453—account, install method—list 
48l—acc, change—changes 
645—foreign, corp—new : 
614—cil, gas & min—when; aggregation 
673—trusts—practical 
677—trusts—custodianships 
&78—trusts—custodianships 
691—partner—Riegelman 
761(a)—oil, gas and min—survey 
911—foreign, inc—new 
meet and min—when; invol cony 


nonbusiness—law; al- 


w 

1244—corp, Sec. 1244—tax 
1311—procedure—ezplanation 
2041—trusts—power 
2056—est—terminable 
6012—foreign, inc—new 





REVENUE RULINGS DISCUSSED 


Articles containing extensive discussio 
of revenue rulings are listed below. Th# 
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1930—oil, gas & min—survey 
1948—oil, gas & min—survey 
1006—oil, gas & min—survey 
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: 69—farm—Treasury 
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; for an article listing; last word 
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rn B L—est, almin—1958; gift tax 
pense: depreciation, add’l first year— 


_- P E—real est—book 

msohn B—real est—tax—real 
st., book 

il G H—s&l, property—danger 

akian S—fraud—practical; constitu- 
onal 

rhrach M—policy—CPA 

ter H G—fraud—disallowance; 
wepresentation; book 

ston W E—est plan—book 

ader L—fraud—crucial 

mfeld H—real est—real 

mstein A B—est admin—develop- 
nents 

weridge J W—est & gifts—book 

iitker B I—corp, dividend—this 

k N—corp, div—effect 


mis- 





Caplin M—corp, thin—meticulous 

Cavitch Z—est, admin—careful; trusts— 
power 

Cochrane H P—tax prac—counsel 

Cox A H—comp—duPont’s 

Cox F L—s&l, interstate comm—Georgia 

Crawford W W—foreign, WHTC—com- 
parison 

Creed J F—patents—how 

Crowley G D—fraud—counsel 

Curtis J—gift tax—powers 

Cutler A R—ex org, contrib—gifts 

Dale E R—acc, consol—recent 

DeLeoleos N T—inventory—brief; tax 

Diamond W H—foreign—book 

Dobrzensky M W—IRS—conference 

Dohan D H W—dé&e, nonbusiness—law 

Driscoll J P—partnership—associations 

Due J F—sales tax—book 

Dwan R H—patents—saving 

Eidenberg N—s&l, inc tax—New York 

Ellickson J C—farmers—economists 

Farrell E J—farm—Treasury 

Fillman J R—comp—Ford 

Fiske L E—oil, gas & min—book 

Fletcher W H—tax prac—taz 

Frank H J—s&l—ezxplaining 

Freeman H A—tax prac—successful 

Freeman N D—tax prac—successful 

Friedman P H—foreign, WHTC—law 

Friedmann W G—foreign—book 

Friedman W H—corp, collapsible — 
thorough 

Getz E—comp—payments 

Glassmoyer T P—trusts—termination 

Goodrich E J—procedure— 

Gordon G B—d&e—book 

Gordon E L—valuation—thoughtful 

Gradishar R L—trusts—book 

Greene E J—corp, reorg—proposals 

Greene R—corp—taz; corp, reorg— ad- 
visory 

Greenfield H—account—book 

Griesinger F K—account—book 

Groves H M—collect—thoughtful 

Groves H M—s&l, intergov immunity— 
brief 

Hall J K—policy—economist 

Hagendorf S—dé&e, education—expenses 

Halstead H M—farm—book 

Harris H I—est & gift—book 

Hea W—corp, close—consideration 

Healy J L—pensions & prof—bank 

Heffernan J V—trusts—income 

Herzberg A—acc, reserves—Supreme 

Hill W C—coll taxes, trans liab—deci- 
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Kalupa R J—corp, elect—proposals 

Kay D t, planning—example 

Keebler S E—personal—book 

Keir L E—procedure—book 

Kennedy L W—trusts—book 

Koerner W R—foreign, inc—new 

Kramer R—est & gifts—book 

Laiken G J«-corp, buy-sell—buy-sell 

Layman W D—comp—Pittsburgh 

Leist C D—corp, pref stock—advisors 

Levy P A—capital gains—what 

Lindsay D A—income—book 

Lore M M—corp—book 

Lowndes C et & gifts—book 

Lurie iy oo e 

Lynn Jr., D—s&l, 
mist 

Macdonald W J—policy—Canadian 

Macrae E W—deprec—IRS 

Mahon J J—general—book 

Mandell H M—estates, admin.—foreign; 
acc, install method—list; cap gain— 
importance; corp, dividend—operat- 
ing, corporations; corp, lig—21% 

McDowell J—losses, casualty — an- 
alysis 

McGorry W—est, plan—advantages 

Mednick H S—acc—analysis 

Michaelson A M—est & gifts—book 

Mickey P F—s&l, inter comm—more 

Mickum G B—s&l, inter comm—more 

Miles J M—foreign, bus—ezplanation 

Miller J—alimony—husband 

Miller K—inv conversion—law 

Miller K G—oil, gas & min—book 

Miller R D—ace, acer—accrual 

Mintz C—tax prac—NY 

Mitchell W—general—book 

Mitnick H I—income—review 

Moreno R G—tax prac—lawyer 

Morton W A—s&l—book 

Mosher R G—foreign tax—ezxplanation 

Musselman R—general—book 

Neely F T—corp, elect—dangeroua 

Nelson R E—inc—tazation 

Newman W C—policy—Canadian 

Nossaman W L—trusts—book 

—— A S—retroactivity—constitution- 


prop tax—econo- 


a 
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Oelbaum H—dé&e, t&e—disallowance 
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